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INANCIAL AND OPERATING STATEMENTS 


AS AN AID TO 


MANAGEMENT 


by 
H. F. Downes, DIP. COM., A.I.C.A., A.C.A.A. 


(Being a lecture given to the members of the Commonwealth Accountants’ Students’ 
Society (Victorian Division) ) 


MANAGEMENT Is USUALLY DIVORCED FROM OWNERSHIP. 


Industry and commerce have been 
ed, during the last century, by great 
bases in size and complexity of organi- 

ion. Except in the smallest enterprises 

it is unusual now to find ownership and 
rement in identical hands. In the 
stock company, for example, the 
holders (who are the proprietors) 
ave virtually no say in management, 
fieh has become the function of the 
meral manager and his team of subor- 
Mates at various levels. Similar consid- 
tations apply to State-owned enterprises 
fated to provide a wide variety of ser- 
fs to the public. These enterprises are 
property of the citizens who individ- 
y, and even collectively, take no part 
imi Management. 


(It follows therefore that management 
is in the relationship of trustee 
tged with the responsibility for safe- 
rding the property of the owners, and 
w faithfully and efficiently applying that 

: = to the uses for which it was 

tended 


#0 think only in terms of profit-making 
E put too narrow an interpretation on 
gerial responsibility. The emphasis 

Mould be placed rather on the efficient 

Mplication of the property to its intended 

Efficient management should result 
§ flow of goods or services from the 


is 


property, created at the lowest possible 
cost to the consuming public. In appro- 
priate cases, profit-making will follow as a 
matter of course. Whatever the motive, 
profit or otherwise, the successful operation 
of an enterprise and its continued financial 
strength depend upon intelligent planning, 
and upon a continuous and detailed com- 
parison of actual performance, with pre- 
determined goals or standards of perform- 
ance. The first essential of control is 
planning ; the second is comparison—com- 
parison of current performance with pre- 
determined standards, with past perform- 
ance, with the performance of similar 
enterprises, or, where figures exist, with 
the whole field of industry of which the 
particular enterprise forms part. In this 
way, injurious trends and points of weak- 
ness may be detected in time to correct 
them before too much loss has been suffered. 


Few modern accountants are without a 
working knowledge of business budgeting 
and budgetary control, and an appreci- 
ation of their importance. The Master 
Operating Budget is, in effect, the antici- 
pated Profit and Loss Account at the end 
of the budgetary period; and the Master 
Financial Budget (which depends upon the 
realization of the Operating Budget) is the 
anticipated Balance Sheet at the end of the 
budgetary period. 
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The starting point is usually the Sales 
Budget for the year compiled from 
detailed estimates of anticipatel sales, past 
performance, present, and anticipated ten- 
dencies, being used as a guide in building 
up the total figure from compilations by 
individual lines, by salesmen, by territories, 
or by departments. 

The Production Budget, or Procurement 
Budget in the case of merchandising con- 
cerns, is then prepared with due regard 
to existing stocks and the general require- 
ments of the sales programme. When the 
production, or procurement, programme 
has been set, attention is next given to 
raw material requirements, labour require- 
ments, and the extent to which durable 
facilities will be used or must be extended. 
The Purchases Budget and the Budget of 
Manufacturing Expenses are thus derived. 

Materials must be paid for, wages and 
other operating charges must be met in 
eash. The Finance or Cash Position Bud- 
get must therefore be prepared to estimate 
whether anticipated collections from cash 
sales, debtors, ete., will be sufficient 
throughout the year ‘to meet current cash 
commitments or whether resort must be 
had to short-term borrowing. 

After a process of revision and trial and 
error, these sectional budgets are dovetailed 
into the Master Operating Budget; and 
the Master Financial Budget is prepared. 

From the point of view of management, 
the Operating Budget is the more signifi- 
cant document; and it is broken down into 
centres of responsibility, and into monthly, 
weekly, even daily quotas. Wherever 
possible, cost of production is broken down 
into direct material cost, direct labour cost 
and proportion of manufacturing expense. 
When these items are expressed in terms of 
cost per unit of output, we have set pre- 
determined standard costs, which although 
based on budgeted figures should not be 
confused with the budget, e.g., a change 
in the volume of production will not neces- 
sarily affect established standard costs, but 
will result in disparities between actual 
and budgeted variable expenses. 

The Budget and its various sub-divisions, 
and the cost standards derived therefrom, 
are the yard-sticks against which actual 
performance is compared. Planning and 
comparison alone are insufficient as tools 
of management. There is need also for a 
positive and continuous application of 
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administrative policy towards control over 
various factors. On the one hand there are 
external factors involving financial rela. 
tionships with debtors and creditors; ang 
on the other hand there are internal factors 













































relating to such matters as the economical T 
use of materials and durable facilities {of a 
efficient performance of labour, and thei age! 
cost of administration and distribution § imp 
Some of these factors are controllable ad 
others are not. - som 
All elements of income and of expenseff syst 
can be stated as functions of the two vari one 
ables, quantity and price. For example the 
the cost of production of one unit of X® brai 
might be stated as: Te 
1. Direct Material— a sy 
20 ewts. @ £2 10s. cwt. £50 look 
2. Direct Labour— mod 
200 hrs. @4/-hr. .. 40 T] 
3. Manufacturing Expense— the : 
100 M/C hrs. @ 8/- hr. 40 visio 
—e Asso 
£130 gene 
— quen 
Any variation in quantity or price ing Gene 
any of the elements of cost will tend tog the « 
result in a different cost of production prise 
Generally speaking, quantities used are Th 
more subject to control than the prices off Dire 
the elements themselves. Effective control Dire 
by management demands that variation and 
from standard performance should be ex-§ auth 
pressed in terms of quantities used andj prod 
prices paid for the various elements of cost, decid 
and that the responsibility for off-standardj is re 
performance should be localized. Refine #% orgar 
ment of analysis of cost figures thereforef for t 
becomes a third tool of effective manage for tl 
ment. prise. 
Especially in times like the presenti Se 
should management remember its respon-™§ clude 
sibility for minimizing loss through badjj Mana 
planning, faulty organization, and poor cf office: 
ordination of the factors of productiong§ partn 
Men must have satisfactory material to are n 
work on. Good men require good tools andy to da 
equipment, good organization, and diree#i Ju 
tion. Poor labour, poor equipment alam grouy 
poor planning mean loss of material andj accou 
loss of time. who ; 
From what has been said, it will bff dflicie 
realized that management is a singulatijgy m pri 
complex function. In the enterprise HM On 
any considerable size, the scope of tM the e. 
over-all responsibility compels the delegeg§ necess 
fion of authority. This delegation Oj of inf 
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githority in turn necessitates a continuous 
fow of information of various kinds along 
regulated channels into the hands of those 
responsible for making executive decisions 
gr for framing administrative policy. 

This flow of information takes the form 
of an organized system of reports to man- 
agement at its various levels. Like nervous 
impulses, these sometimes create immediate 
and localized reactions to urgent stimuli; 
sometimes they course through the nervous 

m to the brain to promote activity of 
one sort or another according to the tone of 
the nervous system and the quality of the 


To gain an idea of the way in which such 
asystem of reports would operate, let us 
lok at the organization pattern of a typical 
modern joint stock enterprise. 

The Board of Directors: responsible to 
the shareholders for carrying out the pro- 
visions of the Memorandum and Articles of 
Association and for formulating basic or 
general business policies. The Board fre- 
quently elects a Managing Director or 
General Manager to take an active part in 
the day to day administration of the enter- 


The General Manager or Managing 
Director: responsible to the Board of 
Directors for implementing major business 
and administrative policies. He has 
authority to decide what lines are to be 
produced, and by what methods. He 
decides also on methods of distribution, and 
is responsible for the general plan of 
organization and to the Board of Directors 
for the success of trading operations and 
for the current financial status of the enter- 
prise. 

Senior Executive Officers: This group in- 
tudes the Sales Manager, the Production 
Manager, and the Chief Accountant. These 
dficers formulate and put into effect de- 
partmental and functional policies, and 
are more immediately responsible for day 
to day efficiency. 

Junior Executives: Among others, this 
group includes foremen who are directly 
accountable to their respective seniors and 
vho are immediately responsible for the 
dlicient performance of men and machines 
M processing materials. 

Once the organizational framework of 
the enterprise has been fixed it becomes 
Necessary to provide for a continuous flow 
of information in the form of reports from 
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the various centres of activity to those 
responsible for making executive or admin- 
istrative decisions. This is the responsi- 
bility of the Accounting Department. 
Bearing in mind that management at all 
levels should be properly and completely 
informed, the Chief Accountant should dis- 
cover what reports are required, by whom 
they are required, and at what intervals 
of time. He should design the necessary 
forms, and prepare a Report Calendar con- 
taining standard instructions concerning 
the lay-out, typing, binding, number of 
copies, dates, and persons to whom the 
various reports are to be sent. The Report 
Calendar should make provision for entries 
showing that reports have been issued 
promptly to those entitled to receive them. 
It should be remembered that it costs time 
and effort to prepare reports, and steps 
should be taken to test whether reports are 
being read and acted upon. One method 
is to occasionally issue a report with a 
vital page missing. If no enquiries are 
received for the missing page within a 
reasonable time, the missing page should be* 
forwarded with a note asking whether that 
particular report could be scrapped. 


A few general rules apply in the prepar- 
ation of all reports. They should be prompt 
if they are to be effective ; and this require- 
ment is doubly necessary where production 
is not proceeding according to. plan, for it 
is a matter of urgency to correct weak- 
nesses immediately they are discovered. 

The information contained in the report 
must be reliable if it is to be treated with 
respect as a statement of fact which can be 
accepted with confidence as the basis of a 
line of executive action. The information 
contained in the report can be no more 
reliable than the original data from which 
it was compiled. This means that reports 
compiled from time cards, material records, 
and other documents prepared by the oper- 
atives themselves, will depend for their 
reliability upon the general tone of the 
enterprise, the supervision by foremen, and 
the attitude of the operatives towards these 
records. 

The report must be brief if it is to be 
read; it must be simple if it is to be easily 
understood ; and it must provide some basis 
for comparison either with pre-determined 
standards or with past performance if the 
condition it purports to disclose is to be 
seen in proper perspective. 
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Where standardised reports are to be 
presented at short intervals of time, printed 
or ‘‘roneod’’ forms should be devised to 
cut down clerical effort and to ensure uni- 
formity of treatment. Only reports that 
are being read and acted upon should be 
retained in the Report Calendar. 

It goes without saying that the Accoun- 
tant will design his classification of 
accounts, or modify it where necessary, to 
facilitate the preparation of reports with 
the minimum rearrangement and analysis 
of the information already collected and 
entered in the ledger and _ subsidiary 
records. 


Reports CLASSIFIED ON A FUNCTIONAL 
Basis. 


Reports to the Board of Directors: 


Half-yearly or yearly financial and 
operating statements— 

—in summarized or detailed form; 

—(comparisons with the past two or 
three years) ; 

—Statement of Disposition of Funds; 

—a brief narrative report drawing atten- 
tion to any unusual features; 

—monthly operating and financial state- 
ments including ratios, turnovers, and 
trends. 


Reports to the General Manager : 


—complete set of figures relating to the 
budgetary programme; 

—monthly operating and financial state- 
ments with cumulative comparisons 
between actual and budgeted perform- 
ance in summarized and perhaps in 
detailed form; 

—reports on variations from the objec- 
tives set including cost and efficiency 
reports needed to explain seriously off- 
standard performance. 


Reports to Senior Executives: 
(a) Sales Manager— 


—Sales budget analyzed into monthly 
quotas and by territories, lines, depart- 
ments salesmen, etc. ; 


—Monthly reports on sales and selling 
expenses analyzed in the same way; 

—Comparison should be made with the 
budget and with performance in the 
same month of the previous year or 
two; 

—Accumulated budget figure and actual 
figure. 

(b) Production Manager: 

—Production Budget ;monthly quotas; 

—Detailed reports on production for the 
month, actual on budget; 

—Costs analyzed into Material, Labour, 
and Expenses; 

—Special reference to abnormal losses 
through spoilage, idle men and 
machines, reasons being assigned in al] 
cases ; 

—Weekly reports on output, labour and 
efficiency, spoilage, idle time. 

Reports to Junior Executives: 

—Cover more detailed and specialized 

matters and are made at shorter inter. 
vals of time; 
Reports on materials (purchases, 
issues, balances on hand, quantities on 
order, variations in price, spoilage, 
and shortages) ; 

—Reports on labour (variations in rates, 
variations from budget or from stan- 
dard, idle-time, sick, or holiday pay, 
labour efficiency, etc.) ; 

—Reports on expense-variations (idle- 
capacity, indireet material, small tool 
expenses, machine repair costs, idle 
m/e hours, ete.) ; 

—Short-period efficiency reports (to 
foremen) weekly or daily to assist 
them in assessing current performance 
and in correcting inefficiency ; 

—Reports are often in terms of physical 
units or in hours of time rather than 
in £.s.d. 

Generally the degree of control increases 

as the time interval between reports de 
creases. 
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LEGAL SECTION 


Edited by M. C. Tentson Woops, LL.B. 


SOCIETY INSTITUTED FOR PURPOSES OF SCIENCE EXCLUSIVELY. 


Section 1 of the Scientific Societies Act, 
1843 (Eng.), in so far as it is material for 
the purposes of British Launderers’ Re- 
search Association v. Central Middlesex 
Assessment Committee and Hendon Rating 
Authority, [1948] 1 All E.R. 277) pro- 
vides that : 

No person .. . shall be assessed or 
rated ... or liable to pay ... rates .. 
in respect of any land, houses or build- 
ings . .. belonging to any society insti- 
tuted for purposes of science, literature, 
or the fine arts exclusively . . . and occu- 
pied by it for the transaction of its busi- 
ness, and for carrying into effect its 
purposes . . 


The British Launderers’ Research Associ- 
ation was established for the promotion of 
research and other scientific work and also, 
inter alia, ‘‘to encourage and improve the 
education of persons engaged . . . in the 
laundering industry’’ and ‘‘to disseminate 
information by giving advice and by the 
appointment of advisory officers.’’ The 
courses of instruction included the training 
of young men in how to run a laundry. 
There was a system of regular visits to the 
laundries of members with a view to inves- 
tigating problems, a fee of £5 5s. a day, 
plus expenses, being charged, producing a 
revenue, with other fees for advice, of £359, 
and this had been extended to ‘‘develop- 
ment visits’’ made without charge to dis- 
cuss with the member how he might make 
fuller use of the association and by direct 
observation of the processes and methods in 
use at his laundry to offer advice and assis- 
tance : 

Held: the giving to members of advice, 
assistance, instruction, and training was 
not merely ancillary or incidental to the 
scientific purposes for which the associ- 
ation was established, but was a separate 
purpose of the association of a commercial 
nature, and, therefore, the association was 
not ‘‘instituted for purposes of science . . . 
exclusively,’’ within the meaning of s. 1 
of = above Act, and was not exempt from 
Tates. 


Per Humphreys, J.: To bring itself with- 
in the exemption the society must have 
one purpose only, viz., the purpose of pro- 
moting science. An institution which also 
contemplates some other, though altogether 
subsidiary, object cannot claim the benefit 
of the exemption, but, if the society is 
proved to have been instituted for the pur- 
pose of science exclusively, the society will 
not lose its right to exemption merely be- 
cause, in the attainment of that object, it 
is found convenient or useful to do acts or 
take steps which will benefit the members 
of the society in the pursuit of their trade 
or industry. 


In the course of his judgment, Mr. Justice 
Humphreys emphasised the necessity, in 
matters coming under such a section, for 
treating each case on its own particular 
merits. He stated that the activities of a 
large number of societies had been ex- 
amined by the Courts in cases which have 
arisen under the above section, and that it 
had been judicially stated that the decisions 
of the various Courts were, in some in- 
stances at least, completely irreconcilable. 
He stated that he had ‘‘no desire to add to 
the confusion’’, nor did he think that the 
question of exemption from rates in the 
ease of society A could be conveniently 
decided by reference to the decision of a 
Court in the case of society B, unless, 
indeed, the evidence in the two cases 
showed that the objects and activities of 
the two societies were identical. He, there- 
fore, did not propose to examine either the 
facts or the decisions in the various cases 
to which counsel had referred the Court, 
except for the purpose of ascertaining the 
principles to be applied to the facts of the 
case in question. He then proceeded to 
examine those principles with the result 
above stated. 

In supporting the judgment, Birkett J. 
said at pp. 282-283: ‘‘Section (1) of the 
Act of 1843 confers a considerable benefit 
on those who can bring themselves within 
its provisions. The exemption from liability 
to pay rates is based, no doubt, on the 


B 





250 


ground that a society instituted for the 
purposes of science exclusively, as was the 
contention in this ease, is making a contri- 
bution to the general welfare of the whole 
community which justifies its exemption. 
It is quite clear, therefore, that the section 
must be strictly fulfilled in all its require- 
ments, and a candidate for exemption must 
show he is plainly within its terms. . 

The controversial question in the present 
ease has been whether the purpose of the 
association is exclusively scientific. It is 
said by the one side that the purpose is 
exclusively scientific and that any other 
purposes are purely coincidental to the 
exclusive purpose, and on the other side it 
is said that the facts show that there is a 
dual purpose, the research purpose and the 
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commercial purpose, and the commercial 
purpose is not merely incidental, but is ap 
independent and collateral purpose . , . 
It seems to me to be quite clear that one 
of the purposes of the association is to give 
advice, assistance, instruction and training 
to members of the laundry trade in order 
to make the members commercially more 
efficient. This is no doubt a most excellent 
thing to do, but it is quite impossible, in 
my judgment, to say that a society that 
does this as a specific purpose is at the 
same time a society instituted for the pur. 
poses of science exclusively. I think the 
activities that I have mentioned are a 
separate and independent purpose of the 
society’’. 


EXTENSION OF PATENT BY “SUBJECT OF A FOREIGN STATE”. 


Subsection (6) of s. 84 of the Patents 
Act 1903-1946 (dealing with extension of 
terms of patent on petition to Supreme 
Court) provides as follows: 

(6) Where, by reason of hostilities 
between His Majesty and any foreign 
State, the patentee as such has suffered 
loss or damage (including loss of,oppor- 
tunity of dealing in or developing his 
invention owing to his having been en- 
gaged in work of national importance 
connected with such hostilities) an appli- 
cation under this section may be made by 
originating summons instead of by peti- 
tion, and the Court in considering its 
decision may have regard solely to the 
loss or damage so suffered by the 
patentee : 

Provided that this sub-section shall 
not apply if the patentee is a subject of 
such foreign State as aforesaid, or is a 
company the business of which is man- 
aged’ or controlled by such subjects or 
is carried on wholly or mainly for the 
benefit or on behalf of such subjects, not- 
withstanding that the company is regis- 
tered within His Majesty’s Dominions. 


A recent decision (Lowenthal v. Attorney. 
General, [1948] 1 All E.R. 295, decided on 
the corresponding provision of the English 
Patent and Designs Acts is of interest. In 
that case the personal plaintiffs were Jews 
of German origin who left Germany in 
1933 and 1934 owing to the political sitv- 
ation, and came to England where they 
received permission permanently to reside. 
In 1933 they promoted the formation of 
the plaintiff company in which they held 
all the issued share capital equally. In 
1941, by a decree of the German govern 
ment, both were deprived of their status 
and rights as German nationals. In 194, 
the company applied by summons under 
the Patents and Designs Act, 1907-1946, 
s. 18 (which corresponds with s. 84 of the 
Commonwealth Act above quoted) for an 
order extending a patent owned by it. 

The Court held that a change of status 
in its nationals brought about by a decree 
of a foreign enemy state in war-time was 
one which the Courts would not recognise, 
and, therefore, the personal plaintiffs re 
mained ‘‘subject(s) of such foreign state” 
within the proviso to the above section. 


INNOCENT MISREPRESENTATION ON SALE OF PROPERTY. 


In the course of correspondence relating 
to the proposed sale of certain leasehold 
premises comprising four tenanted flats, 
the vendor’s solicitors stated in answer to 
enquiries by the purchasers that the total 
rents payable by the tenants were £449. 
This was an innocent misrepresentation on 


their part, and, in fact, the rents amounted 
to less than the figure stated. A contract 
was concluded in which no reference wa 
made to the details thus supplied, and 
the purchasers then entered into a sub 
contract to re-sell the premises, stating t 
the sub-purchasers that the rents totalled 
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£449. When the sub-purchasers became 
aware of the correct amount of the rents 
they resiled from the sub-contract. The 
purchasers thereupon claimed specific per- 
formance of their contract with the vendor 
and au abatement of £550 in the purchase 
price. The Court held: 

(1) The statements complained of were 
inducements to the contract and did 
not constitute any part of the con- 
tract or a warranty or a collateral 
agreement. 

2) The form of relief claimed was in- 
appropriate as it would amount to 
an award of damages in respect of 
an innocent misrepresentation—Guil- 
chester Properties, Ltd. v. Gomm, 
{1948] 1 All E.R. 493. 

In the course of his judgment, Romer J. 
said at p. 496: ‘‘It is to be borne in mind 
that the representation here has never been 
suggested to have been one of a fraudulent 
character. It is admitted frankly by the 
purchasers that it was an innocent state- 
ment, albeit a mistaken one. The vendor 
argued that the statement contained in the 
reply was a representation and nothing 
more. It was not only outside the contract, 
but was also a representation inducing the 
contract. It was made in reply to a 
request for information, and the purchasers 
gave no evidence of any animus contra- 
hendi in the matter. Further, it was said 
that the statement was made by a solicitor 
who had no authority to contract or to 
give a warranty, nor did he profess to do 
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so in the replies, and, finally, it was said 
that no colateral contract had been pleaded, 
the whole case having been presented on 
the footing of representation inducing the 
contract. I think these submissions are 
well founded, and that the statements con- 
tained in the replies were mere information 
given in response to a request for infor- 
mation in the course of negotiations leading 
up to the contract, and that they did not 
constitute a part of the contract itself or 
anything in the nature of a warranty or a 
collateral agreement. 


That being so, the next question is 
whether, in cases where an innocent mis- 
representation is made in the course of 
negotiations, that representation being 
erroneous, the person to whom it is made 
is entitled to the form of relief that is 
sought by the purchasers, namely, specific 
performance, with a deduction from the 
purchase money by way of compensation. 
In my judgment he is not. It seems to me 
that so to hold would be to cut across the 
principle which Lord Moulton so clearly 
and emphatically stated in his speech in 
Heilbut Symons & Co. v. Buckleton 
({1913] A.C. 30), that no damage can be 
given for innocent misrepresentation, for 
it appears to me that to enforce the con- 
tract on the vendor with a compulsory 
deduction of part of the purchase money 
is in a sense to award against the vendor 
damages for an innocent misrepresenta- 
tion.”’ 


RIGHT TO INCOME AS TESTATOR’S “WIDOW” WHERE WIDOW’S SECOND 
MARRIAGE HAS BEEN ANNULLED. 


By his will the testator gave his residu- 
ary estate to his trustees on trust to pay 
the income thereof to his wife, E.D., 
“during her lifetime provided she shall so 
long continue by widow’’, and he directed 
that on her re-marriage she was to receive 
only one-half of the income and that the 
other half was to fall into the residue. 
The testator died in 1937. In 1942 E.D. 
remarried, but on January 30, 1947, the 
second marriage was annulled on the 
ground of the ‘‘husband’s’’ incapacity. 
By the decree absolute, dated March 31, 
1947, E.D.’s second marriage was declared 
“to be and to have been absolutely null 


‘and yoid’’ and it was further declared that 


E.D. ‘‘was and is free from all bond of 
marriage’’ with her second ‘‘husband’’ 
E.D. claimed that from the date of the 
annulment she was entitled, as the testa- 
torjs widow, to the whole income of the 
residuary estate: 


Held: having regard to the form of the 
deeree, E.D.’s second marriage must be 
treated as never having happened, and, 
consequently, since the date of the annul- 
ment she was entitled as the testator’s 
widow, to the whole income of the residu- 
ary estate—Re Dewhirst, Flowers and 
Another v. Dewhirst and Others, {1948} 
1 All E.R. 147. 
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DISCOVERY OF WILL AFTER ADMINISTRATION GRANTED AND EFFECT 
OF DELAY IN ACTION THEREON. 


The administration of the estate of a 
deceased, who died in 1892, was completed 
by 1896, and in 1912, a will, alleged to have 
been made by the deceased in 1891, was dis- 
covered. The plaintiff, who was the admin- 
istrator of the sole executor and beneficiary 
under the alleged will, was fully aware of 
the discovery, but, owing to lack of means 
and being under the erroneous impression 
that the will was ‘‘statute barred’’, he took 
no action until 1935, when he consulted 
solicitors, and in 1947, after protracted 
correspondence and one abortive action, 
commenced an action to revoke the grant of 
administration to the estate of the deceased 
and to establish the alleged will. Ali the 
original beneficiaries in the administration 
and some of the beneficiaries entitled to 
share in their estates were dead. On an 
application for an order that the action be 
dismissed under the inherent jurisdiction 
of the Court as frivolous and vexatious, the 
registrar dismissed the summons on the 
ground that, although the delay between 
1912 and 1935 might amount to such laches 
as would defeat the claim of the plaintiff 
if he were claiming on an intestacy, the 
same considerations did not apply where it 
was sought to establish a will, and that, 
having regard to the principle that the 
Court seeks to give effect to the wishes of 
a testator if it is possible to do so, the 
plaintiff ought to be stopped in limine. 

On appeal the Court held that: although 
the Court will always try to give effect to 
the wishes of a testator, the plaintiff’s 
laches would render hopeless ‘any attempt 
on his part to follow the assets; so that, 
even if the action proceeded and the plain- 
tiff sueceeded in proving the alleged will, 
no possible good could result, and, there- 
fore, the action was an abuse of the process 
of the Court and should be dismissed in 
limine.—Re Coghlan (deceased), [1948] 
1 All E.R. 367. 

Referring to the argument on which the 
plaintiff’s case was founded that the Court 
will always, if it can possibly do so, give 
effect to the properly expressed wishes of 
the testator. Willmer J. said: ‘‘In my 


judgment, it is a mistake to regard the 
supposed wishes of the testator as so sacro- 
sanct as to enable a person interested under 
a will to lie by for years before attempting 
to assert his claim. All the more must this 
be the case where, to the knowledge of the 
plaintiff, the estate has already been dis- 
tributed, whether under the terms of some 
other will or as on an intestacy. In such 
a case it seems to me that the Court’s 
regard for the supposed wishes of the 
testator must be tempered by a regard for 
the rights of the living. If, as in the 
present case, a will comes to light for the 
first time long after the estate has already 
been distributed, it behoves those interested 
under the will to take the promptest 
possible steps to assert their rights. I can 
see no distinction in principle between such 
a case and a case where, after an estate 
has been distributed on an intestacy, a 
person obtains for the first time evidence to 
show that he is the true next-of-kin. In 
the latter case the authorities show that the 
claim must be promptly asserted, or the 
plaintiff’s claim will be defeated by his 
own laches. In my judgment, the same is 
true in the former case. It seems to me 
that a plaintiff, who lies by for 23 years 
after the will which he claims to propound 
has come to light, when the estate has long 
since been distributed amongst a number 
of beneficiaries, is clearly guilty of laches 
as defined by Lord Blackburn in Erlanger 
v. New Sombrero Phosphate Co. (1878), 
3 App. Cas. 1218, 39 L.T. 269; 27 WR. 
65). I am satisfied that such laches on the 
part of the plaintiff would render quite 
hopeless any attempt on his part, at this 
date, to follow the assets. That being s0, 
if this action is allowed to proceed, even 
assuming that the plaintiff succeeds in 
proving the alleged will, no good can 
possibly result, and the plaintiff will be 
left in no better position. The action being 
quite pointless, ecciers. it is in my judg- 
ment an abuse of the process of the Court, 
and should be dismissed now for the same 
reasons as in Willis v. Earl Beauchamp 
(1886), 11 P.D. 59. 
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BUSINESS FINANCE AND THE ANALYSIS 
OF FINANCIAL STATEMENTS 


by 


R. J. CHAMBERS, B. EC., A.I.C.A. 


(Being a lecture given to members of the New South Wales Division of the Common- 
wealth Institute of Accountants) 


‘*Bad production management and bad sales management have slain their 


thousands, but faulty finance has slain its tens of thousands.”’ 


The words of Mr. Collin Brooks, a prom- 
inent English writer on financial topics, 
quoted above, are indicative of the wide- 
spread ignorance of business people about 
financial matters and of the importance of 
sound financing for success in business. 

Lest you should think that Mr. Brooks, 
being pre-eminently a financial expert, lays 
undue emphasis on the importance of the 
subject about which he knows most, I draw 
your attention to the words of. two other 
eminent writers on business management. 
The first is Mr. T. G. Rose, an English 
engineer turned business consultant. In 
his book The Internal Finance of Indus- 
trial Undertakings, he writes, (pp. 1-2): 


It is curious that the realisation of the impor- 
tance of internal financial control should have 
come so late in the day. A vast amount of 
thought has been applied to the development of 
production technique, so that, in many direc- 
tions, we seem to have reached a stage beyond 
which little major improvement is possible, ex- 
cept in certain specialised fields or where new 
products introduce fresh problems. Again, the 
technique of selling with all that appertains to 
it—market research, distribution, advertising, 
packaging, and so forth—has been most 
minutely analysed, though admittedly a number 
of problems connected with distribution remain 
to be solved. ,Technical research and develop- 
ment, accounting and costing, office organisation 
and the intricacies of personnel management— 
all these have been studied and possess a liter- 
ature of their own. But the internal financial 
structure of business undertakings, upon the 
safety of which in the aggregate the industrial 
activity of the nation depends, has so far 
received little attention from the point of view 
of management control, fowever much it may 
have been considered from the aspects of invest- 
ment, banking credit and accountancy. 


My second reference is to an American 
author, C. E. Knoeppel, also an engineer 
who turned his attention to the techniques 
of profitable business management. In his 
book ‘‘Profit Engineering (1933), he re- 


’ 

marked that industry has passed through 
several definite eras which he described in 
order as the eras of machine effectiveness, 
of man-power effectiveness, of production- 
management effectiveness and of distribu- 
tion-management effectiveness. He con- 
sidered that the era that lay ahead would 
be that of increasing the effectiveness of 
credit and invested capital. In his words, 
‘The dollar must be worked harder and 
turned over more often than ever before 
in its long history’’ (p. 12). 

My address this evening is justified by 
such observations as these, and by the facts 
and business cases which evoke from close 
students of business finance, criticisms of 
the ignorance and partiality of many busi- 
ness people. 


Tue Screntiric Metuop In BusINEss. 


Any business-man who imagines that 
technical knowledge and skill is a substi- 
tute for a balanced appreciation of tech- 
nical, financial and administrative problems 
is adopting a wholly unrealistic approach 
to business. The fact that Knoeppel con- 
cluded that the history of business could 
be divided into eras as previously men- 
tioned suggests that generations of busi- 
ness-men have adopted fashionable methods 
of meeting their difficulties rather than 
entirely rational methods. The scientific 
approach to business problems takes cognis- 
ance of all factors, human, material and 
financial, insisting that no single factor is 
responsible for success in business, but that 
the careful manipulation of all three classes 
of factors is essential to the greatest pro- 
gress. I mention this not only to suggest 
how technical people can and do ignore 
the financial aspects of their operations, 
but also to warn accountants against over- 
looking the technical and human difficulties 
to be faced in industry and commerce. 
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The methods of science have been applied 
in recent years to many problems which for 
decades were considered incapable of reduc- 
tion to rules and principles. There have 
been many attempts to replace the ‘‘trial 
and error’’ methods of former years with 
techniques which make the many influences 
affecting business easier to assess, and hence 
easier to take into business plans. The 
technique$ of market research have taken 
much of the guesswork out of planning 
future operations: statistical quality con- 
trol has enabled production experts to 
correct faulty working before it would be 
apparent to the uninformed machine oper- 
ator: and, in the field of finance, financial 
statement analysis provides management 
with a range of tools which assist in the 
maintenance of satisfactory relationships 
between a business unit and all external 
parties and organisations on which it is 
financially dependent. 


But, are these examples illustrative of a 
scientific approach to managerial problems? 
I submit that in order that a scientific 
approach may be demonstrated in any field 
of knowledge, several features must be in 
evidence : 

(a) events and facts in the field studied 
should be recorded and described on 
the basis of careful observation ; 
it should be possible to postulate, 
from the observations some under- 
lying uniformity, theory or general- 
isation, which must then be sub- 
jected to; 
verification or testing of the hypo- 
thesis, as, for example, through pre- 
dictions about future events. 

In the field of business finance there is 
quite evidently a vast number of events 
and facts which have been and are being 
described and recorded. Within individual 
businesses the traditional profit and loss 
account and balance sheet are among the 
most obvious records of financial facts. 
But the compilation of facts is not of itself 
sufficient to indicate that the methods of 
arranging finances are scjentific. It is re- 
quired that the facts and events recorded 
should be the subject of appropriate man- 
ipulation, so that, where possible, their 
basic uniformities may be revealed. 

The analysis of facts relating to business 
finance should yield general statements 
similar in form to the following: 


(b) 
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The higher the proportion of preferential 

capital to total capital, the more specula- 

tive (are) the ordinary shares (Scientifte 

Investment, H. Parkinson, p. 87). 

Such a generalisation descriptive of the 
conduct of business operations can be of 
considerable value to managers, accoun- 
tants and finaneial advisers, but only if 
related to the peculiar circumstances of 
individual undertakings. I cannot too 
forcefully stress the importance of thinking 
over business problems rather than apply- 
ing generalisations without prior intensive 
thought. To illustrate this let me quote 
one of the more ‘‘exact’’ fields'of thought 
than business management. In_physies 
there is a rule which states in general 
terms ‘‘ Water boils at 212 degrees Fahren- 
heit.”” Yet every engineer and physicist 
knows this generalisation as it stands is not 
always true. All the laws of physics, 
mechanics, chemistry and similar exact 
sciences include or imply the terms ‘‘all 
other things being equal’’ or ‘‘in the 
absence of contrary factors’’, and no 
engineer or physicist would think of 
approaching a practical problem on the 
basis solely of a first approximation. But 
the unqualified form ‘‘ Water boils at 212 
degrees Fahrenheit’’ is not thereby invali- 
dated for many practical purposes. In 
business there are many examples of 
similar ‘‘first approximations’’; various 
writers have put forward rules for regu- 
lating the financial structure of a business 
such as the following: 

Current assets should be two to three 

times the current Liabilities. 

Cash should represent 25 to 33-1/3% of 

current liabilities (De Paula, The Prin- 

ciples and Practice of Auditing, 7th Ed., 

p. 393). 

Even though we may disagree with the 
content of these rules we are forced to 
admit the desirability of some such guides 
to action. 

My last point relative to the scientific 
approach to financial problems is that what- 
ever generalisations are derived from criti- 
cal examination ‘of financial data, they 
should always be regarded as provisional. 
The financial and economic environment is 
continually subject to change; swings in 
the attitudes of consumers; changes in the 
relationships of one country with others; 
alterations in the financial organisations of 
an economy ; these and many other similar 
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changes have necessitated the revision dur- 
ing recent years of many guiding prin- 
ciples previously used in business or recom- 
mended by the theorists of management. 
The manager and the business adviser 
should, therefore, be constantly on the look- 
out for such external influences as may 
upset his formulae or mode of thinking 
about business problems, otherwise he will 
be at the mercy of a dogma no longer rele- 
vant. There should be no unalterable 
dogmas in the minds of those who claim 
or desire to approach business problems 
rationally, scientifically. 


PROBLEMS OF PROCUREMENT AND USE OF 
FINANCE. 


As we approach the real problems of 
financing it is convenient to distinguish 
between purely internal questions, such as 
the allocation of limited available funds to 
alternative purposes, and external issues, 
such as the type of capital and amount to 
be raised. I wish it to be understood of 
course that this division is for convenience 
only; it does not imply that procurement 
is more important than economy in the use 
of business funds, nor the contrary. 
Though I believe many companies succeed 
mainly by financial wizardry and many 
others mainly by the application of strict 
economy and care in operating, I submit 
that the ability to survive depends not on 
one or the other, but on both. I am re- 
minded of Carnegie’s question ‘‘ Which is 
the most important leg of a three-legged 
stool ?’’ . 

There are three principal situations in 
which special attention must be given to 
the financial position and the possibility of 
obtaining external funds. They are: 

(a) the establishment of a new business 

entity ; 

(b) the conduct of that business at its 

normal level of operations; 

(ce) the expansion of an existing busi- 

ness. 

These need only to be listed to reveal 
that the financial structure of a business 
is not a matter which is decided initially 
on the formation of a business, and is, 
thereafter, allowed to look after itself. The 
control and regulation of the changes in 
financial structure is a continuing activity 
deserving management’s close attention. 

But, you may say, ‘‘ What are the facts 
and events which even suggest that there 
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is a problem to be solved in these matters ?’’ 
The first set of facts is the number of 
business failures and bankruptcies. Not 
all of these, but quite a significant propor- 
tion result from the financial ignorance or 
stupidity of the parties involved. The 
second set of facts is the treatment of 
applications for bank advances. The fol- 
lowing analysis of reasons given by bankers 
for refusal of advances in the United States 
is illuminating. 

Reason Percentage of all cases 


Earnings 19.2 
Inadequate Working Capital 36.8 NB 
Inadequate Net Worth (or wen 
proprietorship ) 40.3 
Unsatisfactory customer rela- 
tionship 12.5 
Character of Management 14.5 
Loan too slow 19.5 
Collateral unsatisfactory 16.1 
All other reasons 48.1 


Note that the total exceeds 100 per cent due 
to several reasons being given in many 
cases. 

(Temporary National Economic Com- 
mittee Memorandum, No. 17, p. 224). 
Note particularly the first three items for 

present purposes. 

The third set of facts suggestive of the 
problems of financing is the great variety 
of financing devices used in industry and 
commerce to-day. They range from ordin- 
ary shares, through the maze of preferen- 
tial rights and conditions, through deben- 
tures, mortgages, hire-purchase agreements, 
promissory notes, bills of sale and others, 
down to unsecured trade credit. 

These three groups of facts and events 
suggest that there may be a very fruitful 
field for research here, certainly from the 
viewpoint of an individual firm or company 
but also quite possibly from the viewpoint 
of industry and commerce generally. 

One certain thing emerges—the need for 
a clear understanding of what is necessary 
in financial structure and behaviour. The 
new business, the stable business and the 
expanding business all require adequate 
funds for the execution of their business 
plans and policies and require that their 
financial conditions and relationships with 
external parties should be conductive to the 
supply when necessary of adequate addi- 
tional funds on the best terms. In all 
operations this need must be remembered. 
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FINANCING PROBLEMS. 


Relatively few accountants become fam- 
iliar with the details of financing business 
operations in the normal course of their 
business or professional activities. But, 
though not required to study business 
finance for professional qualifications, 
accountants are being asked more and 
more frequently to advise business man- 
agers on such questions as the source from 
which additional capital should be sought, 
the terms under which external obligations 
may be incurred, and the effects on the 
stability of a business of alternative finan- 
cing or operating policies. 

The approach to financing problems 
which 1 shall adopt will be by way of 
certain defects in financial structure com- 
monly found in business : 

(a) lack of balance between owners’ and 
creditors’ interests ; 
lack of balance between fixed assets 
and fixed liabilities ; 

(c) inadequate reserves ; 

(d) under and over capitalisation ; 

(e) inadequate or excessive working 

capital. 
‘a) Balance between Owners’ and Credi- 
tors’ Interests: 

From the viewpoints of both the creditors 
and the owners of a business undertaking, 
it is desirable that the relationship between 
owned capital and borrowed capital should 
be carefully controlled. 

The owner is generally concerned to 
weigh the advantages of alternative invest- 
ments in terms of their income-earning 
capacity and their security. For greatest 
income per £1 of owned capital, substantial 
dependence on outside creditors is indi- 
cated, provided the general rate of profit 
of the company is higher than the rate of 


(db) 


Owned Capital less Intangibles 


Total Tangible Assets 


This ratio may be styled the proprietorship 
ratio, as it expresses the share of total 
assets to which proprietors are entitled. 

Now, although this rule may be a good 
guide it is not a good master. In quite a 
number of situations it may be found too 
stringent ; in other circumstances it may be 
too liberal. The following situations illus- 
trate exceptions to the rule. 


August, 1948 © 


interest to be paid on borrowed funds. This 
is known as the principle of trading on 
the equity of the borrower or debtor. 

On the other hand, it is not always in the 
interest of the owners that their manage- 
ment should seek the maximum immediate 
profit. Except in the case of acknowledged 
speculation, security should not be saeri- 
ficed for income. Security implies long- 
period, relatively stable operation, and this 
ean only be assured if the management so 
controls the dependence on _ outside 
creditors that their aggregate interests do 
not place them in such a position that they 
could, as a group, intervene in the manage- 
ment, by the appointment of a receiver, or 
receiver and manager, for the purpose of 
disposing of the undertaking. 

These are owner’s preoccupations. But 
creditors similarly are closely interested in 
a sound financial structure on the part of 
debtors. For, firstly, if the funds ad- 
vanced by creditors exceed those invested 
by owners there may arise the fear that the 
owners, having less at stake, will be care- 
less of the way they conduct the business 
or protect its assets. And secondly, where 
there are numerous creditors, each cannot 
afford to overlook the possibility of the 
others or some of them obtaining specially 
favourable conditions (mortgages, deben- 
tures or other form of security) for their 
advances. 

These points of view may be reconciled 
by the rule, widely accepted, that borrowed 
funds should not exceed owned capital. 
(Owned eapital comprises paid-up capital 
plus all undistributed profits, less intan- 
gibles and fictitious assets; borrowed capi- 
tal includes all funds acquired by trade 
and bank credit as well as long term loans 
and advances.) This rule may be reduced 
in many ways to ratio forms, the form 
recommended is: 


should not be less than one-half. 


Firstly, where the borrower is engaged 
in the exploitation of a very lucrative pro- 
position, the possibility of him going out 
of business may be considered very remote. 
The creditor may justifiably take the view 
that when a man can earn a good income 
in trade he has no particular urge to 
swindle his creditors. Advances which 
may result in a proprietorship ratio below 
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one-half may be readily made in such eir- 
cumstances. 

Secondly, where a substantial part of the 
borrowed funds comprise long-term secured 
loans, a lower ratio than one-half may also 
be permitted, on one hand because of the 
security offered to lenders, and on the other 
because of the longer period in which man- 
agement may take steps to adjust the 
finances of the borrower. Short-term 
ereditors in such cases are assured that 
much of the borrowed money has not to be 
repaid out of currently available cash, and 
they may feel justified in adopting an opti- 
mistic attitude towards their advances. 

An additional ratio may be used to test 
eases of this nature. It is the ratio of Net 
Working Capital to Deferred Liabilities, 
and its value should seldom be less than 
unity. The net working capital is the bal- 
ance of current assets left after allowing 
for current liabilities. Clearly, if this 
balance is less than the deferred liabilities, 
part of the working funds of the business 
are being supplied from these deferred 
liabilities, which as will be suggested later, 
is not always a desirable situation. 

A third example of occasions when the 
generalisation we are considering may be 
waived or modified is a period of general 
relaxation of credit such as occurs on the 
up-swing of trade conditions after‘a de- 
pression. There is then no fear that there 
will be a sudden reversal of credit policy 
for a considerable time, no expectation of 
the need for a speedy liquidation of borrow- 
ings or a sharp change in the attitude of 
mercantile creditors. As conditions im- 
prove and boom characteristics appear, 
however, it is necessary to revert to a struc- 
ture in which again the proprietorship 
ratio is greater than one-half. 

Fixed Liabilities 


Fixed Assets 


The larger this ratio, the greater is the 
amount more or less permanently at the 
disposal of the management for operating 
purposes. 

In the above ratio, fixed liabilities com- 
prise owned capital and deferred liabilities ; 
and fixed assets include intangible and 
fictitious items as well as tangible fixed 
assets, for they all represent a permanent 
outlay of capital. 


Should 1 
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Before leaving this question of the bal- 
ance between owners’ and creditors’ inter- 
ests, I should like to tell you of two traders 
Samuel Jacobson and Abraham Isaacs, 
whose nationality shall not be disclosed. 
Abe had been on a tour, and in the course 
of conversation asked ‘‘Vot do you tink 
off my new soot, Sam? Lovely piece of 
material? And vot do you tink? Der 
wool vos mate in Bratford, der cloth vos 
voven in Montreal, der lining vos mate in 
Dublin, der buttons vos mate in Prague 
and der soot vos mate in Honolulu. Isn’d 
it vonderful? Tink of all der people earn- 
ing a living maging dis soot, vot I havnd 
paid for yet’’—Abe and Sam know all 
about trading on an equity! 


(b) Balance between Fixed Assets and 
Fixed Inabilities: 


The second factor which must be con- 
sidered when planning the financial struc- 
ture of an undertaking is the relationship 
between fixed liabijities and fixed assets. 
The nature of fixed assets is usually such 
that their disposal seldom realises the 
amount which they are worth to a going 
concern. That is, except in unprecedented 
conditions such as the present, a loss is 
commonly sustained if it becomes necessary 
to dismantle and sell a unit to meet oper- 
ating costs or unexpected losses. It will be 
apparent then that, besides providing suffi- 
cient to meet capital costs and installation 
costs, fixed liabilities (e.g., owners and 
deferred creditors) should provide a reas- 
onable amount in addition to meet at least 
some of the operating costs and to serve 
as a cushion against unforeseen and irreg- 
ular expenditures. 

Reduced to ratio form and stated as a 
rule the above considerations may be ex- 
pressed : 


not be less than one. 


If the underlying reasoning is known, 
there is no excuse for offending in this 
question of balancing fixed assets with fixed 
liabilities in the initial capital structure of 
a business. Trouble more frequently arises, 
however, when the need for expansion dic- 
tates the purchase of new equipment, land 
or any other fixed asset. For the moment 
the acquisition of the asset in question is 
‘‘one of the most important things decided 
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for a long time’’. To make the purchase, 
funds are often withdrawn from the oper- 
ating pool, resulting in less cash to meet 
day-to-day contingencies, less stock, greater 
dependence on mercantile credit—in short, 
it is fatally easy to concentrate on the fixed 
property, its completeness, its up-to-date- 
ness, at the expense of the working funds. 
When this occurs, a business is rendered 
vulnerable should anything happen which 
may lead to restrictive measures on the 
part of the creditors. If creditors demand 
prompt settlement, stock may have to be 
sold, trade debts may have to be discounted 
and even plant may have to be disposed of 
to avoid liquidation proceedings. 

For completeness, I think it necessary to 
mention again the ratio of net working 
capital to deferred liabilities mentioned in 
the previous section. Deferred liabilities 
are really only ‘‘fixed’’ from a short-term 
point of view; also they should be incurred 
more commonly for the purpose of aequir- 
ing new fixed assets, than for the purpose 
of augmenting operating funds. Is it con- 
sidered satisfactory then that operating 
funds should be provided out of the aggre- 
gate of deferred liabilities and owned 
capital? Or should the owned capital itself 
be adequate to finance fixed assets and 
leave a margin for operating purposes? 
The latter position is certainly the more 
secure, especially for a new business, but 
for normal short-run purposes total fixed 
liabilities to fixed assets is quite a useful 
indicator of trends. 

The rule then is that fixed liabilities 
should provide all fixed assets and provide 
an adequate margin to meet operating 
expenses and contingencies. 

(c) Adequacy of Reserves: 

You will recall that earlier we stated that 
the financial condition of a business and 
its relationships with external parties 
should be conducive to the supply, when 
necessary, of adequate funds on the best 
terms. Prompt and regular payment of 
trade and financial commitments are among 
the most important bases for sound and 
continuing relationships with external 
groups. So that the best impression in 
this regard may be given from the incep- 
tion of a business it is desirable that esti- 
mates of funds required should be suffi- 
ciently liberal; in other words, provision 
should be made for contingencies unfore- 
seen. 
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Most established businesses make some 
allowances for future contingencies as a 
matter of course, but these allowances need 
not add to the financial strength of those 
businesses ; if unwisely used they may even 
be a source of embarrassment. What I mean 
by adequacy of reserves here is not the 
amount of undistributed profits but only 
part of those profits—that part which is 
free and available to meet unexpected 
charges as they arise or fixed charges as 
they fall due. 

Fixed loans and cumulative preference 
capital represent a very important group 
of charges of this type and these shall be 
used for illustrative purposes. Where the 
financial structure of a business is such 
that fixed loans and preference shares 
supply a large proportion of the total 
capital employed, the establishment of some 
reserve fund, however it may be desig- 
nated, is very desirable. For, every busi- 
ness is subject to some factors which may 
cause cycles in its prosperity quite apart 
from the general business cycle; and inter- 
est charges on fixed loans must be paid 
regardless of profits and cumulative prefer- 
ential dividends are an obligation of similar 
priority, though of course their payment is 
contingent on the earning of divisible pro- 
fits. For this reason, Articles of Associ- 
ation may sometimes stipulate that a Divi- 
dend Equalisation Reserve should be estab- 
lished to the extent of, say, four times 
the annual preferential dividend. 

Where the management follows a policy 
of paying a steady dividend to. ordinary 
share-holders, the obligation to meet ordin- 
ary dividends would involve the establish- 
ment of even greater reserves. One should 
not be misled, however, by the appearance 
of an item ‘‘ Dividend Equalisation 
teserve ’’ in the balance sheet. The im- 
portant question is ‘‘what does the amount 
so reserved represent in terms of usual divi- 
dend appropriations?’’ Cases will be 
found where the amount standing to the 
eredit of a Dividend Equalisation Reserve 
is insufficient to meet even one year’s divi- 
dends, let alone the dividends for the criti- 
cal year or two through which many busi- 
nesses pass from time to time. 

The adequacy of reserves to meet fixed 
obligations is not a matter affecting only 
mortgagees, debenture-holders and cumula- 
tive preference shareholders. Indirectly, 
trade creditors and bankers will be influ- 
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Mi enced by the same factors. Failure to pay 
| interest as it falls due or preferential divi- 


dends at the appropriate dates usually 


confers on mortgagees or preference share- 


holders the right to some*greater influence 
on the conduct of a business; their inter- 
yention would hardly be regarded as re- 
assuring by short-term creditors, and a con- 
traction in short-term credit at such a time 
may be crippling. 

A guide to the adequacy of reserves may 
be obtained from the ratio of fixed interest 
and dividend charges to net profit. If a 
rule is to be stated, it should read, ‘‘The 
greater the ratio of fixed interest and fixed 
dividend charges to average net profits, the 
greater should be the amount of relatively 
liquid funds set aside to meet these 
charges’’. It is not always possible for 
an investor or creditor to determine 
whether provision is made for these pur- 
poses from the perusal of the published 
accounts unless substantial sums are shown 
as invested in governmental or semi-govern- 
mental securities or listed shares of sound 
industrial companies. 

(d) Under-capitalisation and Over-capital- 
isation : 

These terms should bring home the fact 
that the cardinal feature of all these 
characteristics of financial structure we are 
discussing is their relativity. ‘‘High’’ and 
“low’’, ‘‘under’’ and ‘‘over’’, ‘‘excessive”’ 
and ‘‘inadequate’’ are all relative terms 
which suggest or imply some determinable 
standard or criterion. It is very difficult, 
however, if not impossible, to lay down a 
purely objective criterion which should 
serve as a basis for planning the financial 
structure of all undertakings. The answer 
to the question ‘‘What criterion may be 
used in all cases?’’ is akin to the question 
“How high is up?’’ or ‘‘How many com- 
prise a few?’’ 

The investment of capital in industry is 
justified in the main by the fact that a 
greater return is anticipated than it is 
possible to obtain by investing in govern- 
mental securities. This follows from the 
economist’s axiom off self-interest, and, 
though greater profit is not the sole motive, 
we may argue from it, as it is one of the most 
important factors determining the direction 
and rate of flow of investable funds. An- 
other important factor is the risk involved 
in alternative types of business enterprise. 
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We can thus envisage promoters and man- 
agers (at least) weighing up the relative 
risks and returns attendant upon alterna- 
tive ventures and coming to a conclusion 
of the kind ‘‘In view of the rate of interest 
now being paid on governmental securities 
and the risk of the line of business we 
propose to enter, it will be necessary to 
obtain a return of, say, ten per cent on the 
ordinary share capital.’’ Note that the 
ordinary shares are the subject of this 
decision, for they are the shares which 
earry the risk; preference shares when ade- 
quately backed by ordinaries are subject 
to few risks comparable with those the 
ordinaries face. 

The picture I drew above of promoters 
or managers assessing the return necessary 
to compensate for the risks undertaken is, 
of course, idealised. Apart from taking 
the return on governmental securities as 
the lower level of return required in indus- 
try, there is no genuine attempt to relate 
risk to profit in a really scientific way. 
Many businesses have a capital structure 
to-day which is largely fortuitous, and 
many businesses which have passed into 
limbo had similar capital structures. The 
trouble often is that where the financial 
structure has grown like Topsy, it is found 
too late that ‘‘Topsy has married Turvy’’ 
to the digust of all her relations. 

May I offer my description of the defect 
styled ‘‘under-capitalisation’’? Under- 
capitalisation is a condition in which the 
ordinary share capital is so small that the 
profits earned and dividends paid on ordin- 
ary shares appear to be unusually large. 
It is quite common to find such ordinary 
shares quoted at a substantial premium so 
that the yield resembles that being eur- 
rently obtained in the market. 

What are the features which make this 
condition undesirable? and are there any 
redeeming features of under-capitalisation ? 

Firstly, the appearance of the resulting 
large profit may be an incentive to pros- 
pective competitors. The ‘‘appearance’’ of 
the thing is often more important than the 
reality; the rate of return may be high 
principally because profits have been 
applied to the writing down of fixed assets, 
or because of very heavy initial expendi- 
tures since written off. The real position 
is often beyond the knowledge of competi- 
tors or prospective competitors; it is the 
appearance that counts. 
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Secondly, employee groups, customers 
and suppliers, and the public generally 
may become closely interested in any 
undertaking which appears to be inordin- 
‘ately profitable, adopting the role of critics. 
The struggle which may have preceded 
profitable operations, the extent of undis- 
closed investments—these are just ignored 
in the clamour for better wages on the part 
of the employees, better prices for sup- 
pliers, better prices for consumers. Quite 
apparently therefore, some accounting 
operations which are generally considered 
quite praiseworthy may in effect be gener- 
ative of external disfavour. 


Thirdly, under-capitalisation quite com- 
monly is accompanied by an inappropriate 
relationship between creditors’ and owners’ 
interests, particularly by heavy dependence 
on short-term credit. Where this occurs a 
higher degree of risk than is usual for. the 
particular trade is involved, and the under- 
taking is subjected to these risks more 
frequently. 

By contra, the undertaking with a high 
rate of profit on the capital invested is in 
a position to accumulate substantial 
reserves, to expand the extent of its oper- 
ations considerably within a short period, 
or to obtain new capital on very favourable 
conditions by asking a substantial premium 
on the face value of new issues of ordinary 
shares. Where the dividend policy is not 
dictated by notions of conservatism and 
stability, such shares may be highly specu- 
lative in character because it would be 
difficult for investors to anticipate within 
narrow limits the dividends to be paid. 

Over-capitalisation may be described as 
a condition in which the ordinary share 
capital is so large a part of the total funds 
employed, that the return on and dividends 
paid to ordinary shareholders are inade- 
quate considering the risks involved. 

The over-capitalised business is usually 
quite well supplied with funds but seldom 
does it make adequate use of available 
sources of short-term or long-term borrowed 
capital. The fact that its rate of return 
is low may often be ascribed to inefficient 
management or the particular difficulties 
of the industry rather than to a financial 
defect which could be fairly readily reme- 
died. *For this reason it may be difficult 
to induce lenders to assist, or investors to 
invest in, such companies. 
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Generally speaking, it is better that a 
newly launched business should be over- 
capitalised than under-capitalised, for this 
argues a conservatism which may be quite 
becoming to the management of a new com- 
pany, but suggestive of senile decay in the 
management of a well-established company, 

Some idea of whether a company is 
under-capitalised or over-capitalised may 
be gained from an examination of several 
ratios. A start may be made with the ratio 
of net profit to total tangible assets. Where 
this ratio or pencentage is high, it may be 
attributed to lack of competition. But 
where this is moderate and the ratio of net 
profit to paid-up capital is high, an under. 
capitalised position may be the cause. As 
a final test, use might be made of the ratio 
of net profit less fixed interest and prefer- 
ential dividend charges to ordinary share 
capital. 

Remember always, though, that it is not 
possible to say that any undertaking is 
under- or over-capitalised on the basis of 
one of its balance sheets alone, for there is 
no objective criterion for such a judgment. 
(e) Inadequate or Excessive Working 

Capital : 

Another major defect in financial strue- 
ture against which promoters and managers 
must provide is the possibility of having 
either too much or too little working 
capital. 

The working capital of a business is com- 
monly considered to be the difference 
between current assets and current liabil- 
ities. It seems to me, however, that the 
working capital is represented by all those 
assets which are necessary or available to 
sustain an undertaking’s anticipated vol- 
ume of business; namely, its current assets. 
Every business has its own optimum invest- 
ment in current assets; for, firstly its sell- 
ing policies give rise to a certain figure for 
sundry debtors; its production problems 
and purchasing policies require a certain 
investment in stock; and the scale of its 
operations require a certain amount of 
ready cash to be available more or less 
continuously. It should not be difficult to 
appreciate that an undertaking may have 
insufficient working capital, either in the 
aggregate or as between different current 
assets, to support its expected volume of 
business. But can an undertaking have too 
much working capital ? 
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The only situation in which any amount 
is not too much is when there are no limita- 
tions to the amount of business the under- 
taking can execute. In practice, there are 
many ways in which limits are imposed, 
such as competition, lack of necessary 
materials, labour or other services, lack of 
desire to expand the business or its build- 
ings or plant. For any given production 
unit, therefore, with a specified output to 
be exccuted, there is a definite limit to the 
amount of working capital necessary. 

In so far as current assets may be, and 
often are, largely financed by short-term 
ereditors, the difference between current 
assets and current liabilities has been 
widely used as a guide to the adequacy of 
working capital. This difference is termed 
“net working capital’’; if represents the 
extent to which working capital is supplied 
by unretractable, or fixed liabilities, or the 
extent to which operations are independent 
of short-term credit. 

Net working capital may thus be related 
to sales; the ratio commonly recommended 
is sales divided by net working capital and 
the result is styled the turnover of net 
working capital. 

Inadequate working capital may lead to 
loss of cash discounts, inability to take ad- 
vantage of occasianal bargains in supplies, 
and inflexibility of operations generally, 
all of which may be quite costly. On the 
other hand excessive working capital may 
give rise to carelessness in credit control or 
stock control or control of the investment 
in fixed assets, all of which may involve the 
undertaking in loss at a subsequent date. 
At the same time, the rate of earnings on 
capital employed will suffer because of the 
ineffective use being made of working 
capital. 

Summary. 


The following points have been made, so 
far, as guides in the planning of the finan- 
lal structure of a business: 

Aggregate creditors’ interests should 
be less than proprietors’ interests. 
Fixed liabilities should be sufficient 
to supply all fixed assets and to pro- 
vide some of the working capital. 
Reserves, adequate and liquid enough 
to meet fixed interest and dividend 
charges, should be accumulated dur- 
ing the early years of operation. 
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4. A careful assessment of the capital 
required should be made together 
with an estimate of the amount pro- 
curable from each source. The 
capitalisation should yield an ade- 
quate return on ordinary capital, as 
between under- and over-capitalisa- 
tion, the latter is better for a newly 
established undertaking. 

Economy should be shown in the use 
of working capital, though in the 
early stages, a tendency towards ex- 
cessive working capital is to be pre- 
ferred to inadequate working capital. 

I should point out here that, within the 

main classes of capital provided, there are 
many fine points which I have made no 
attempt to deal with here. The relation- 
ship between ordinary capital and prefer- 
ence capital, between different classes of 
preference capital, and the relative merits 
of debentures, mortgages and redeemable 
preference shares—these are some matters 
upon which much more could be said. Of 
necessity, however, I have restricted my 
remarks to the general features of financial 
planning, rather than their refinements. 


FINANCIAL CONTROL IN BUSINESS. 


It should not be assumed that for the 
efficient conduct of a business it is sufficient 
that a sound financial structure should be 
established initially. What is ‘‘sound’’ at 
one time may be quite foolish in other cir- 
cumstances, so that a continuous process of 
adjusting the finances of a business to cope 
with its external obligations and relation- 
ships must be carried out. To carry out 
this process effectively managers depend to 
a very great extent on the accounting sys- 
tems and accountants they employ. But 
accountants trained in aecordance with 
present examination standards are not re- 
quired to study control techniques, and 
relatively few take the trouble to investi- 
gate independently the problems of man- 
agement and methods of solving them. 
Thus few accountants are in a position to 
render the type of service to their managers 
which is one of the principal justifications 
for the costs incurred in accounting work. 

Financial control techniques, however, 
involve little that the advanced accounting 
student could not cope with. The main 
difference between accounting and control- 
ling lies in the point of view. Conventional 
accounting forms can, if based on careful 
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studies of the needs of managers, be made 
to yield abundant data for managerial use. 
Though the refinements of costing may aid 
considerably in maintaining profitable 
operation and adequate control over all 
business functions, much can be done with- 
out a comprehensive costing system. Often 
all that is necessary is a re-arrangement of 
ordinary accounting data with perhaps an 
informed selection of important aspects of 
the figures. In most businesses there is an 
abundance of data, if only they were used 
effectively. 

In conditions like the present, when 
prices are not speedily adjusted to meet 
changes in cost and when uncertainty of 
supply adds to the risks of most businesses, 
it is more important than ever that close 
control be maintained over the use and 
disposal of available funds, so that a sound 
financial structure and an imposing, or at 
least inviting, appearance may be presen- 
ted to prospective investors, bankers and 
related traders. The accountant, and all 
business executives in fact, should realise 
that accounting and control are two quite 
different matters ; and particularly that the 
control of business operations implicates 
every business executive whether he be 
sales manager, production superintendent, 
purchasing officer or chief design engineer. 
For, the idea of control suggests some 
established goal, progress towards which 
must be kept under the attention and 
direction of individual executives, each in 
his own field. 

These general considerations should be 
kept in mind during the following discus- 
sion of some operating difficulties in the 
over-coming of which financial statement 
analysis may help considerably. The four 
defects to which I shall confine my re- 
marks are: 

(a) insufficient sales to yield an ade- 

quate profit; 

(b) inability to meet short-term commit- 
ments, insolvency ; 

(c) unsatisfactory relationship between 
cost structure and ‘‘mix’’ of goods 
produced; and | 

(d) unsatisfactory pricing. 

(a) Insufficient Sales to Yield an Adequate 
Profit : 
Profit and the ability to make a profit 


is the greatest guarantee of the security of 
an investment, and the expectation of profit 
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is undoubtedly a very great incentive to 
investment. The purist may argue that 
businesses are established to serve the needs 
of a community and that, therefore, service 
of some kind is the real justification for 
establishing a business undertaking. No 
private entrepreneur, however, is prepared 
to undertake the risks of loss incident to 
business operations without expecting an 
appropriate profit on his operations. 

Insufficient profit may be due to many 
factors, and an analysis of the conventional 
accounting summaries may materially 
assist in tracking down the cause. The 
cause is not ascertained when the accoun- 
tant discovers that the gross profit rate has 
fallen or the output has fallen or some 
similar symptom has been observed ; that is 
only the beginning of a process of inquiry 
which ends in the conviction of some busi- 
ness policy or operating practice or failure 
to contribute to the aims of the under. 
taking. 

The analysis of the accounting data for 
symptoms of weakness should proceed along 
the following lines: 

1. Consider the rate of profit on total 
tangible assets and on paid-up capital 
to ascertain whether the business is 
over-capitalised. 

Consider the trends in profits and 
physical volume of business to dis- 
cover if possible the effects of the 
extent of operations on profits earned. 
Ascertain the ratio of gross profit on 
sales or on cost of sales. A great 
variety of factors may infiuence this 
rate among which are changes in 


prices, in costs, in mixture of business, 


in purchasing or productive effici- 
ency; careful examination of recent 
trading history alone will indicate 
which, if any, of such causes have 
been operative if the gross profit rate 
has varied from what is considered 
the attainable rate. 

Recourse may be had at this point to 
operating statistics generally to assess 
the demand placed by actual output 
on the available capacity of the 
urtdertaking—whether in respect of 
plant, personnel or finance. If the 
demands on all the factors of produe- 
tion are unbalanced, clearly the 
undertaking is operating below its 
possible level of economic effective 
ness. 
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5. If, when the variations in gross profit 
rate have been considered, there re- 
mains some unexplained divergence 
from expectations, a close analysis of 
selling and administrative activities 
and costs is the next step. By relat- 
ing the individual selling and adver- 
tising costs to the physical services 
obtained or the quantitative results 
achieved, it is possible to determine 
the root cause of the deficiency. Some 
new policy with respect to salesmen’s 
compensation, some new line of adver- 
tising, some new product or an im- 
provement in the consumer appeal of 
existing products—these or some of 
a wide range of similar suggestions 
may need to be implemented. 

To sum up, though the accountant may 
offer valuable leads to factors or policies 
needing adjustment, they are leads only; 
the chief executive will look behind the 
symptoms to discover, in terms of organi- 
sation or policy, the points at which corree- 
tive action is necessary. Financial difficul- 
ties or failure are thus traceable right back 
to physical facts and relationships, not 
merely to financial statement ratios. 

(b) Insolvency : 

This term is used here to denote inability 
to meet short-term debts or to take advan- 
tage of favourable terms for prompt deci- 
sions; its usual meaning is one step re- 
moved from the condition here described. 

Ability to meet short-term commitments 
may often be a most lucrative financial con- 
dition. The rates of cash discount given in 
some trades are much higher than rates of 
bank interest, or preference dividends 
to-day, and not a few businesses might find 
that the savings effected by taking cash 
discounts form a very large part of net 
profits. In addition to this aspect of the 
advantage of ready cash there is also the 
general mobility of funds which enables a 
business to divert quickly its available re- 
sources to take advantage of particularly 
enticing ‘‘special offers’’, auctions, pur- 
chases in bulk and similar windfalls. The 
maintenance of liquidity of resources is 
therefore deserving of close managerial 
attention. 

Over the past decade there has been a 
tendency in many quarters to operate with 
much higher stock levels than was pre- 
viously customary. Over the war years 
many undertakings also became accustomed 
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to waiting lengthy periods for settlement 
of accounts; and during the same period, 
due to lack of trading opportunities, much 
industrial capital was invested in govern- 
ment loans. All these factors have condi- 
tioned business people to accept the need 
for a greater working capital than before 
to attain a given volume of business or a 
given profit. The time is close at hand, 
however, when the circulation of working 
funds will need to be carefully observed 
and controlled so that their contribution 
to the aims of business undertakings shall 
be as great as possible. 

The most important requisite of working 
capital is that it should circulate. Cireula- 
tion is probably the only real guarantee of 
the values of stock and trade debtors; for 
clearly, stocks which move only seldom or 
accounts which are sluggish are the more 
liable to diminish in realisable value, the 
less they are turned over. It is, of course, 
just as wasteful to have too much money in 
admittedly liquid assets as to have too 
little; thus an abundance of cash in hand 
over a long period is almost as blameworthy 
as an excessive amount of stock, for it is 
commercially sterile for the time. 

Quite a range of ratios has been used 
and recommended to enable the solvency 
of a business to be gauged. The oldest and 
best known are the current and liquid 
ratios. In computing the current ratio 
(eurrent assets to current liabilities) only 
assets which are really current should be 
included, for only they are in the process 
of conversion to meet current debts. The 
same applies to the liquid assets in the 
liquid ratio (liquid assets -to current lia- 
bilities). 

And what of the oft repeated criteria 
for these ratios, two to one for the eurrent 
ratio, one to one for the liquid ratio? These 
ratio values are quite unscientific, in my 
opinion. The only real guide is the finan- 
cial circumstances of the undertaking and 
the trends taking place in trading habits 
and practices. One important consider- 
ation that should never be lost to sight is 
that liquidity should vary inversely with 
general economic stability. 

A third ratio is the rate of stock turn- 
over. The commonly used form of this 
ratio, cost of sales divided by average stock, 
of course gives only a very hazy idea of 
the real rate of change of the working 
capital of a business; for there are really 

c 
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two quite distinet types of movement in- changes in the relative amounts of differen 
| ° s 


volved, the movement of raw materials 
and work in progress towards finished 
goods, (a responsibility of works person- 
nel) and the movement of finished goods 
(a responsibility of sales personnel). The 
optimum stock level at any time should 
then be a function partly of anticipated 
work, partly of the cycle of production 
and partly of anticipated sales. The rate 
of stock turnover, computed from the cost 
of sales and average value of stock on hand, 
does not convey any impression with 
respect to the rate of physical movement 
of goods ; but an investigation of the latter 
is the next step in each inquiry prompted 
by a declining stock turnover rate. 

A means of testing the rate of conversion 
of book debts into available cash is pro- 
vided by the debtors’ turnover, or receiv- 
ables turnover ratio. As with the stock 
turnover ratio, although the debtors’ turn- 
over ratio may be a fairly useful general 
guide, it comprehends too many variables 
to provide a sound basis for close control. 
These variables include the proportion of 
credit sales to total sales, the terms allowed 
to different categories of customers and the 
efficiency of debt collection. A truly scien- 
tific approach to the determination of the 
actual cause in any case would involve the 
adoption of each in turn as a hypothesis 
to explain a decline in the rate of turnover 
of receivables. 

Lastly, the'ratio of sales to net working 
capital, or net working capital turnover, 
already mentioned above, is also a useful 
guide to the adequacy of working capital 
and the wasteful accumulation of non-cir- 
culating assets. 

In the case of all these ratios, the under- 
lying business facts are the real goal of 
inquiry ; the ratios only‘help to clarify the 
financial condition so that deeper inquiries 
may be initiated. 

(c) Cost Structure and Price Policy: 

These two operational problems are men- 
tioned in this address to bring out two very 
significant matters. The first is that a 
much more exhaustive analysis than the 
financial accounts permit is necessary to 
provide against some defective features of 
operations. In most businesses producing 
a variety of goods, each line or group of 
lines has its own peculiar rate of profit, 
determined by what can be charged and the 
costs of production incurred. Furthermore, 


goods produced are frequently made largely 
on the basis of shifts in demand. Each 
such change will, therefore, affect the total 
profit earned, and unless the probable 
effects are investigated through the carefyl 
analysis of costs incurred with different 
mixtures of goods, to follow the shift in 
demand may be the height of folly. 

The second observation refers to an 
entirely different sort of inquiry than 
financial statement analysis. The pricing 
of goods for sale has, without question, a 
vital influence on profit. The factors con- 
sidered when pricing goods, however, are 
not always indicative of the importance of 
price. During the past eight years in- 
dustry has been obliged to conform gener. 
ally to pricing practices based almost en- 
tirely on cost; and, what is worse, immedi- 
ate cost only. However necessary this may 
have been during the crucial war years, it 
may leave a most unfortunate legacy to 
business if it is forgotten that other factors 
should enter into price determination. To 
continue to price goods on a ‘‘cost plus” 
formula as a matter of habit or standard 
practice, may force an undertaking into a 
very precarious position should lean times 
develop. For when economic conditions 
are unfavourable and demand declines, 
unit costs will rise because of fixed over- 
heads. If at this point the ‘‘cost plus” 
method is still used, the price will be raised 
and a greater decline in demand will 
follow. If, on the other hand, prices are 
reduced, the margin of profit may be 
squeezed out of existence and in addition 
there will be a smaller accumulation from 
the good years to carry the business dur- 
ing the decline. Without referring to any 
other factors entering into price consider- 
ations, it will be clear that at least some 
weight must be given to the price people 
are prepared to pay and the quantity they 
will demand at various prices. These 
matters ean only be ascertained by apply- 
ing to the problem the scientific method in 
another form, namely the techniques of 
market research. 

This digression has been introduced to 
emphasise the fact that financial statement 
analysis, while providing clues to the 
reasons for many business maladies, is iD- 
capable of throwing light on some problems. 
It renders very valuable services, but it 18 
not a panacea. 
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FINANCIAL STANDARDS. 


Many ratios, percentages and relation- 
ships have been used and recommended for 
simplifying accounting data for the use of 
business managers; those discussed above 
are only a few of the almost bewildering 
variety which a student of the literature 
will encounter. There have also been 
attempts to reduce to a weighted index 
number the variety of relationships neces- 
sary to describe the financial condition of a 
business. 


But there is no such short cut to the 
intelligent and rational control of business 
finances. Ratios do not control; they only 
assist people—managers, middle-executives, 
supervisors—to control. Ratios are capable 
of many interpretations and subsequent 
mental effort is necessary to unravel the 
real situations of which they are sympto- 
matic. The justification for financial state- 
ment analysis lies in the usefulness of the 
results obtained in maintaining such a 
fnancial condition and achieving such 
financial results as will be conducive to 
confidence among the external parties upon 
whom the business is financially dependent. 
Such a condition and such results are only 
attainable by the aid of-all other experts 
and executives in the undertaking—and 
the inspiration for action on their part 
should be derived, not from Buddha-like 
wnbilical contemplation, but from an in- 
telligent appreciation of facts revealed by 
the financial statements. 


Some analysts have considered it quite 
a useful procedure to compare the ratios 
of one business with the average or medium 
valu of ratios for other operators in the 
same type of business. To quote a recent 
Australian magazine article on the subject: 

ratios are used for the purpose of 
determining whether the business is 
being managed in such a way as to en- 
able it to earn the greatest amount of 
profits, and whether the trading methods 
of the firm are such as to enable it to do 
business on 4 basis at least as good as 
that maintained by an ‘‘average’’ firm 
in the same industry or trade. 

If that is the aim, one might ask ‘‘ Have 
managers such a lowly objective as results 
at least as good as average’’? Surely this 
would only lead to a deadly mediocrity in 
business management which would augur 
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poorly for the nation’s industry! And, in 

any case, who can define ‘‘an average 

firm’’, or how shall we recognise it? The 

writer quoted above continues: 
Unfortunately (sic), Australian busi- 
ness investigators have not so far been 
able to establish ‘‘standard ratios’’ for 
various types of business, so that the 
operations of the so-called ‘‘average 
firm’’ are not known. 


I submit it will be a sorry day if ever 
Australian managers’ do resort to the use 
of ‘‘industry averages’’ for, besides being 
quite unscientific, they. tend to engender a 
mental laziness among executives which is 
the antithesis of business efficiency. 

‘*Industry-average’’ ratios are unscien- 
tific for two reasons. Firstly, to take 
certain measurements of the financial struc- 
ture and appraise them individually by 
reference to external standards, fails to 
take account of the essential unity of struc- 
ture of a business, its ‘‘ personality’’ or the 
way in which the separate attributes are 
combined or balanced. Secondly, in the 
undertakings which contribute to the 
average, the great potential differences 
in competitive environment, accounting 
methods, business policies and imponder- 
ables such as morale, organisation and 
goodwill, render the comparison almost, if 
not quite, meaningless. It is far more 
valuable on all counts to determine in 
advance a structure appropriate to the 
circumstances of a business and to strive 
towards that structure rather than to base 
guidance and control on external standards. 


CONCLUSION. 


In this paper I have endeavoured to 
bring to your attention some problems in 


business management which, though in 
themselves narrow, are very wide in impli- 
gation. I have also tried to put before you 
some ways of thinking about those prob- 
lems. I commend the ways of thinking to 
you, more than anything else. I shall be 
disappointed if you now feel that you have 
anything like a formula for successful 
financial management, for, in truth, there 
is no such thing. Only the rigors of the 
scientific method are adequate to meet 
to-day’s business problems to-day. The 
accountants can help solve those problems 
if their thinking is both rigorous and in- 
formed—not otherwise. 
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PRE-PAID EXPENSES. 


The Editor, 

‘‘The Australian Accountant.’’ 
Sir, 

Mr. L. A. Braddock’s article on Pre-Paid 
Expenses (The Australian Accountant, 
May 1948) prompts the thought that your 
readers may be interested to Jearn of a 
method in use by the Treasury of The 
Sydney County Council which is a corpor- 
ation engaged in the generation and distri- 
bution of electricity. 


Whilst not quite in line with the purport 
of the said article, the method provides an 
effective series of ‘‘holding’’ or accrual 
accounts, ’’levels out’’ periodical charges, 
and, what is particularly pertinent, en- 
ables the Treasurer to present a monthly 
financial statement (or profit and _ loss) 
straight from the financial books. Each 
month’s accounts include a monthly pro- 
portion of all major expense items of a 
periodical nature, amounts ‘‘pre-paid’’ for 
subsequent months being held, as unpaids 
**acerued’’, in the special accounts to which 
| have already referred. These are called 
Distributable Accounts, and at present are 
as follows: 

a—Interest 

b—Exchange 

c—Loan Expenses—writing off 

d—Depreciation 

e—Appropriations to Specific Reserves 

/—Insurance—Fire and General 

g—Insurance—Workers’ Compensa- 
tion 

h—Rates—U.C.V. and 
Sewerage ‘ 

+—Annual Contribution to the Elee- 
tricity Authority 

j— Superannuation Fund 

k—Registration Tax and Insurance of 
Motor Vehicles 

| —Advertising 

m—Hire-Purchase Impost 

(Note: The above are not necessarily set 
down in order of importance. ) 

Like all others, The Sydney County 
Council must prepare its Budget for an 
ensuing year (December each year), and 
from the Budget details, the responsible 


Water and 


Treasury officer prepares the standard 
monthly Journal entry, the figures for 
which are, in the early stages, one-twelfth 
of the estimate in the Budget. This applies 
to items a to l, item m being Income js 
arrived at by other means. 

Expense Accounts under their proper 
headings are charged with their monthly 
proportion, the various Distributable 
Accounts as set out being credited. When 
the actual payments are made for Interest, 
Exchange, Insurance, Rates, ete., they are 
debited to the respective Distributable 
Account. A similar debiting takes place 
when the annual charge for Depreciation 
or Loan Expenses writing-off or appropri- 
ations to Specific Reserves, i.e., the debit 
goes to the particular Distributable 
Account. Obviously, at certain stages, 
some of the Distributable Accounts, eg. 
Insurance, Rates, Superannuation which 
are ‘‘paid in advance’’, become pre-paid 
expense accounts for subsequent months. 
Again, Interest and Exchange are paid 
half-vearly in respect of Council’s Loans, 
and are debited to the Distributable 
Accounts when made or acerued generally. 

For the December month of each year, 
the standard monthly figure is varied to 
agree with the balance left on the Distri- 
butable Account, thus ‘‘clearing’’ the 
latter. During the year, if it is found that 
the monthly standard figure is veering 
sharply from the actual as shown by the 
periodical payments debited to the Distri- 
butable Account, the standard monthly 
figure is altered to adjust the position. 

Item m of my list refers to Impost 
charged to Hire-Purchase Customers and 
covers periods of five years. By means of 
a special scheduling of the Impost, that 
portion which applies to subsequent years 
but which has been charged to Customers 
and therefore credited to Income, ean be 
‘‘earried forward’’ per medium of the Dis- 
tributable Account, in this case more in the 
nature of a holding account. 


Yours faithfully, 
J. E. C. Rawson. 
¢/o The Sydney County Couneil, 
Sydney. 
22nd June, 1948. 
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DEPRECIATION ON THE REPLACEMENT COST BASIS” 


The Editor, 
“The Australian Accountant’’. 


Dear Sir, 


When Mr. K. C. Keown states (at p. 142. 
May issue) that ‘‘ ... the increase in cost 
(of new plant) should be found by the 
proprietors ... ’’ he assumes that the adop- 
tion of the replacement cost basis of charg- 
ing depreciation in the accounts means that 
such increase is then found by the com- 
munity. 

This might happen—sooner under the 
replacement cost method rather than later 
under the more orthodox method—if we 
could assume that the aggregate of all or 
any of such charges could always be recov- 
ered by a special addition to the price 
charged. It is doubtful if’ we can make 
such an assumption; there is certainly 
insufficient evidence to support it without 
at the same time predicating a market con- 
dition and a producer-price-fixing freedom 
which does not square with reality except, 
perhaps, for a limited section of industry 
for a limited period of time. 

Actually, charges of the nature of those 
under discussion often remain as pruden- 
tial devices affecting shareholders rather 
than consumers. This fact is exemplified 
by many industries to-day whose current 
prices are being determined by competition 
and are, as a rule, lower than the fixed 
maximum prices based on cost of produc- 
tion plus a margin of profit which is itself 
variable between concerns within the same 
industry. 

In the world of reality neither market 
conditions nor competition are perfect and 
even if the replacement cost method of 
charging depreciation were adopted gener- 
ally (an unlikely phenomena) it would not 
necessarily follow that the community 
would contribute proportionate plant re- 
placement-price increases as they occur, 
any more than they contribute them in sub- 
sequent periods when such increases’ are 
crystallised by an investment in new plant 
which is then the basis for depreciation 
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charges in the accounts on the orthodox 
basis. 

The assumption of a 
the community’’ is an unreal and over- 
simplified representation of price-fixing 
policy, which must after all take cognisance 
of the conditions of production and of 
demand. The ‘interplay of complex and 
highly variable economic forces determines 
price in the long run and in the shaping 
of those forces the consumer plays a not 
insignificant part. 


‘*contribution by 


Yours faithfully, 
ASHLEY FORSTER. 


JUNE 18, 1948. 


The Editor, 
“The Australian Accountant’’. 
Dear Sir, 


In his letter of the 18th June, Mr. Ashley 
Forster charged me with overlooking the 
dominant role which the consumer will 
play in the fixing of prices and consequent- 
ly in limiting the amount of depreciation 
which a producer can include in his reecov- 
erable costs. In so doing, I think Mr. 
Forster is overlooking the fact that there 
will be support for charging depreciation 
on the basis of replacement costs only dur- 
ing a period of steeply rising prices. 
Steeply rising prices presuppose a shortage 
of goods and hence a condition in which 
the consumer can play little part in the 
fixing of prices. In these conditions, if 
prices are not limited by Governmental 
regulation then the producer will have the 
dominant role in their fixation. It is in 
this situation that the community would, 
under replacement cost methods, be called 
upon to finance in part the replacement of 
a producer’s fixed assets. 


Your faithfully, 
k. C. KEOWN. 
Melbourne Technical College. 
JuLy 5, 1948. 
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THE AUDIT OF BANK RECONCILIATION STATEMENTS. 


The Editor, 

‘“The Australian Accountant’’. 
Sir, 

Although Mr. O. R. MacDonald’s excel- 
lent article, The Au@it of Bank Reconeili- 
ation Statements, in the March, 1948 issue 
of The Australian Accountant (Students’ 
Section), refers to the discovery of irregu- 
larities by the examination of original pay- 
in slips, there is no reference to one type 
of irregularity which is not uncommon and 
which, like many frauds, often has its 
origin in an innocent mistake, i.e. the 
omission to record the receipt of a cheque 
in the cash book, but to credit cash and 
debit bank with its lodgment. 

As the article referred to above was for 
the Students’ Section, it may be useful to 
students if this type of error is described, 
especially as little attention is paid by 
many accountants to this particular audit 
check. 

A crossed cheque is received from some 
non-recurring source. The cashier, think- 
ing that this would be easier to misappro- 
priate than one from a recurring source, 
pays it into the bank, crediting the cash 
column and debiting the bank column of 
the cash book in the usual way, by omitting 
to enter the receipt of the cheque in the 
cash book, he thus automatically produces 
‘‘surplus’’ cash equivalent to the amount 
of the cheque. 

The only audit check which might bring 
to light an irregularity of this description 
is for the audit clerk to make a good selee- 


We must not adopt the attitude of the 
office manager who, when he heard that one 
of the girls had let a bookkeeping machine 
roll down a stairway, to its irretrievable 
ruin, asked frantically if it was one of the 
fully amortized units or one of those still 
on the books and when told it was the 
former said, ‘‘Thank God for that’’. Obvi- 
ously, if the wrecked and previously amor- 
tized machine could furnish as much and 


‘ 


tive check of pay-in slips, tracing individua] 
cheques from these into the debit side of 
the eash book. 

In other words, the audit clerk should 
satisfy himself that all cheques received 
have been credited to some ledger account, 

It should not, however, be assumed by 
students that fraud is necessarily involved, 
One possible explanation is that a private 
cheque may have been cashed, and another 
that an account had been paid partly by 
cheque and partly by cash, the total pay. 
ment having been recorded in the cash 
book without any attempt to differentiate 
cheques from cash. In such cases, the 
possible abuses arising from these practices 
should be brought to notice. 

If authority has been given for the en- 
cashment of private cheques they should be 
shown as contra entries in the cash book, 
whilst ,in the second example, the modern 
practice of recording cheques received 
either in a separate ‘‘cheques’’ column or 
direct into the Bank column should simp- 
lify the vouching of pay-in slips. 

All the foregoing will seem very elemen- 
tary to practising accountants, but I have 
never seen any reference to it in print, and 
the point can easily be overlooked on audit. 


S. C. GEORGE, 
Group Captain, R.A.F., 
O.B.E., A.C.A. (Aust.), 
F.C.A.A. (Aust.), 
F.C.LS., AS AA. 


Changi, 
Singapore, 
20th July, 1948. 


‘ 
as good service, for as long a time, as one 
of the machines which had not been written 
off, the loss in productive property to the 
business, and to the investors, is just as 
great as it would have been if one of the 
machines which still had a book value had 
gone down the stairway. 

(Professor W. A. Pan: Accounting 
Procedures and Private Enterprise : The 
Journal of Accountancy: April, 1948.) 
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BOOK REVIEWS 


Some Specialised Phases of Accounting 
Fioyp E. Kara. Pacioli Press. San 


This volume deals with accounting for 
(Contractors, the Extractive Industries and 
Sharebrokers. In so doing, it covers some 
of the more difficult problems facing the 
accountancy profession, and, while written 
primarily to cover American conditions, 
portions at least will be of considerable 
interest to Australian practitioners. The 
most interesting section of the part devoted 
to contractors’ accounts is the discussion 
of income recognition in long term con- 
tracts. The accountancy profession has for 
a long time argued the advisability of 
taking account of income before completion 
of a contract. The arguments raised 
against recognition prior to completion 
have usually been those relating to the 
possibility of the cost of completion nulli- 
fying profit which has been taken into 
account. The authors point out that this 
very same argument can be raised against 
ever recognising income until a business 
enterprise is completed and all assets 
realised. They also state that the same 
reasons which havg resulted in the estab- 
lishment of the accounting convention 
whereby the life of a continuing business 
is broken up into a series of arbitrary 
periods for purposes of determining income 
apply to the recognition of income in long 
term contracts. The most cogent argument 
the authors advance against non-recogni- 
tion is that of the distortion of income 
which would arise from a firm being en- 
gaged, in several periods, in construction 
work and showing losses, while the final 
year in which relatively little of the work 
would have been done would show a great 
profit. They therefore recommend that 


By Myron M. STRAIN AND 
(pp. 164). 


income be taken into account on that 
portion of the contract which has been 
completed. 

In the chapters dealing with the Extrae- 
tive Industries there is an interesting dis- 
cussion of the manner in which depreci- 
ation and depletion should be treated in 
mining accounting. It is obvious that a 
great deal more attention has been given 
to this topic in Ameriva than in Australia. 
The authors suggest that depletion be 
separate from depreciation and that the 
two be charged on different bases. Where 
possible, it is recommended that depletion 
be charged against production on the basis 
of a geologist’s estimate of the total ore in 
a mine, while depreciation of the assets 
which are used in the exploitation of a pro- 
perty should be depreciated on a time or 
usage basis. 

In Australia, the usual practice is not as 
precise as the one recommended. In this 
country, it has been customary in the min- 
ing industry, and this custom has received 
the approval of the Commonwealth Income 
Tax Assessment Act, for all expenditure 
whether it be on mining development or 
the purchase of necessary assets, to be 
charged against production over the esti- 
mated life of the mine. 

The book is produced by Pacioli Press of 
San Francisco, which, as may be deduced 
by the name, specialises in the publication 
of works on Accountancy. It is a beauti- 
fully produced book and one can only hope 
that the Pacioli Press will continue in the 
publication of works of equal merit. 


Practice. 
Francisco. 


Kk. C. Keown. 


Punched Card Accounting and The Professional Accountant. By J. Sanprorp Smirn, 


A.C.A., M.IL.L.A. The British Tabulating Machine Co. Ltd. 


English price: 6s. Od. 


This very brief and elementary treat- 
ment of the application of Punched Card 
accounting is prefaced with the statement 
that ‘‘the book is the work of the author 


' himself and he alone is responsible for the 


Views and opinions expressed therein’’. 


London. (pp. 40.) 
This fact is emphasised apparently to avoid 
any suggestion that the commercial inter- 
ests of the publishers are being promoted, 
and the treatise bears out the conscientious- 
ness of this independent approach. 
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In common with other English works on 
modern machines and methods, there is a 
naive air of discovery and a tendency to 
justify and defend mechanical aids which 
have been widely accepted in Australia for 
a quarter of a century. Notwithstanding 
the implications of this approach the author 
provides an interesting analysis of punched 
card processes and deals concisely with the 
points to be watched by the controlling 
accountant, the auditor and officers in 
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charge of installations. The many illustra. 
tions are reminiscent of the pen and ink 
cartoons of London Punch and provide a 
humorous twist to the author's phrases, 
which is both unusual and refreshing in q 
text of this nature. The artist is not 
acknowledged, but he has unquestionably 
given some Punch to the Punehed Card 
theme. 


V.L.S. 





IN THE PROFESSION 


The evolution of the large commercial 
unit has created a demand for full-time 
accountancy service, a demand which, at 
times, appears to offer more glittering 
prizes than public practice. It is true that 
the commencement of a practice presents 

. many difficulties, but that has always been 
so. It needs the taking of one’s courage 
in both hands, a great reliance on one’s 
own abilities, a readiness to shoulder 
responsibility, and a determination to over- 
come the difficulties whatever they may be. 
These qualties in themselves will make an 
appeal to a number of accountancy 
students. The results of public practice 
naturally vary according to the qualities 
of the individual, but they are not to be 


measured only by the credit balance of the 
profit and loss account or by the size of 
the office or staff. There is a definite satis- 
faction in becoming a valued adviser to 
one’s clients, even though they may be com- 


paratively few in number. The glorious 
uneertainty of the future is, in itself, an 
attraction to some temperaments, though 
certainly not to all. But whatever your 
future career may be, you will still be ‘in 
the profession’’. The idea that a man who 
went into industry had ‘‘left the profes- 
sion’’ was exploded many years ago. 
(From the foreword to the booklet issued 
by the Society of Incorporated Accoun- 
tants and Auditors to all newly-admitted 
members of the Society.) 
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Kdited by O. R. MacDona.p, A.1.¢.A. 


CONTROL OF CASH RECEIPTS IN A DEPARTMENTAL STORE 


D. G. LaKg, A.1.C.A. 


(Being a lecture given to the members of the Commonwealth Accountants’ Students’ 
Society (Victorian Division) ) 


The handling of cash in a departmental 
store is carried out under two main prin- 
ciples : 

Firstly—That money must be accurately 
handled, and that a receipt must be 
given for all moneys received. 

Secondly—That the actual handling of 
money must be carried out as quickly 
as possible. It is considered unwise 
to have a large sum of money accumu- 
lated within a building, when it is 
possible to pay part of it into a bank. 

Cash receipts may be divided, according 
to their source, into the following classi- 
fications : 

(1) Money received from cash sales, 
which in its turn can be subdivided 
into— 

(a) Transactions ‘‘rung-up’’ by a 
sales assistant through a cash 
register ; 

(b) Sales recoried through the 
medium of cash dockets. These 
in turn can be further sub- 
divided into ‘‘taking’’ and 
‘*sending’’ transactions. 

Money received in payment of the 

monthly entry accounts between 

regular customers and the store. 

Money received from ‘‘eash on 

delivery’’ (more generally referred 

to as ‘‘pay on delivery’’) transac- 
tions. 

Money received from sales where the 

payment is made in_ instalments, 

e.g.— 

(a) Lay-by; and 

(b) Deferred payment = or 
credit terms transactions. 

Money received from a cash order 

company in satisfaction of pur- 

chases made by customers holding 
cash orders. 

Money received from 

transactions. 


easy 


mail order 


Each type of transaction has its own 
peculiarities, and each is dealt with differ- 
ently. It would not be possible in the time 
available to give you a’ detailed account of 
the transactions of each, but I shall attempt 
to give you some of the more important 
points concerning each type. 

Cash dockets are, for the most part, made 
in two copies through carbon paper. The 
original copy is given to the customer when 
the goods are taken away, or sent with the 
goods if they are delivered. Sometimes 
extra copies are made to be retained in the 
despatch department as a_ record of 
delivery, for departmental records (that is 
those kept within the selling department 
as opposed to those kept in the accounting 
section of the general office), or to be given 
to the customer as a record of the transae- 
tion if the goods are to be delivered. How- 
ever, we are concerned with the two prin- 
cipal copies only. These, together with 
the cash, are sent in a carrier through the 
tube to the tube room, where cashiers 
receipt them, and return the original 
through the tube, with change if necessary, 
to the selling department. Of the fate of 
the duplicate or ‘‘office copy’’ we shall 
hear more later when discussing accounting 
for vouchers. 

Cash registers are used to record only 
those transactions in which the goods are 
taken away by the customer. In all cases 
where goods are to be sent, use is made 
of a sales docket. I propose to tell you a 
little of cash registers and their operation, 
but for the present will leave this type of 
transaction. 

Many customers pay their monthly entry 
accounts by cheque through the post, but 
when the payment is made personally the 
cash is received at an office set up for the 
purpose within the store, and never in sell- 
ing departments. In either ease a receipt 
is given on the form which is attached to 
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the account, by means of a cash register. 
This system will be familiar to all of you 
who have paid your gas or electricity bills, 
or income tax assessments personally. 

The cash for P.O.D. (pay on delivery) 
transactions is, of course, received by the 
driver of the delivery van at the customer’s 
home. He issues a receipt for it, and on 
return to the despatch department hands 
it in, where its receipt is recorded on sheets 
listing the P.O.D. lines on each driver’s 
round for the day. These sheets and the 
cash are forwarded to an office set up to 
deal with this class of transaction. 

The common distinguishing feature of 
lay-by and deferre® payment lines is that 
payment is made by means of a deposit and 
subsequent instalments. 

Deposits for lay-by transactions are 
received in the selling department and sent 
by the sales assistant with the dockets 
through the tube. Deposits for deferred 
payment lines are accepted in the office 
where the hire-purchase agreement between 
the firm and the customer is signed, and 
written or typed receipts are issued for 
them. 

Instalment payments are normally re- 
eeived at the offices to which we have 
referred when discussing monthly accounts, 
but the volume of lay-by business more 
often than not renders it imperative to set 
up a separate section to receive instalments 
and deliver parcels on completion of pay- 
ments. 

Money received for mail order sales must, 
of course, be held until it is certain that the 
goods requested can be supplied, and until 
the relative sales docket is made out. This 
is only a matter of a few hours, or even a 
few minutes in some cases, but furnishes 
us with the only example of money received 
before the other parts of the complete sale 
are executed. 

All receipts which constitute the first 
record of a sale,‘ that is, cash dockets, 
dockets for lay-by and deferred payment 
transactions, and the rolls from eash regis- 
ters, are sent from tube rooms and cash 
register offices to a dissection office, where 
sales of all kinds are credited to the rele- 
vant selling departments. 

In the time at my disposal it is imprac- 
ticable to give greater detail of the proce- 
dure by which each of the abovementioned 
types of transactions is handled, but I shall 
attempt to tell you of some of the more 
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interesting and practical problems which 
occur in handling money. The process of 
posting vouchers to the cash book and sales 
account is doubtless familiar to you all. 

One of the cardinal rules of all large 
retail establishments is that all goods which 
leave the warehouse, either through the 
goods delivery service, or carried away by 
customers, must be accompanied by a 
voucher. Hence it is the duty of all sales 
people, floor superintendents, etc., to see 
that no goods which have been held by the 
firm for any length of time are handed 
over without such a voucher. You have 
all seen the slogan ‘‘Register first, wrap 
after,’’ and can appreciate the reasons for 
it. This means that all vouchers must be 
accounted for most meticulously, so that all 
sales dockets (which are of course nun- 
bered) are passed through an office which 
keeps a sheet for each book of dockets 
issued to sales people, and marks the 
numbers off those sheets as each cancelled 
‘‘office copy’’ (the duplicate) passes 
through. Should a duplicate of a sales 
docket not pass through the docket office 
for marking off, inquiries are immediately 
made to the sales assistant to whom the 
book containing that docket has been 
issued. Frequently it is necessary to issue 
a ‘‘no charge’’ docket or ring up ‘‘no sale” 
on a cash register. All such transactions 
must be certified with a reason for being 
‘‘no charge’’ and must be signed by the 
sales assistant, and by a floor superinten- 
dent or departmental manager as an insur- 
ance of the adequacy of the reason. Certi- 
fication of sales dockets is done on the 
docket itself, and of cash register trans- 
actions on sheets which show the reason 
and signatures against the transaction 
number. 

In a large departmental store no coin 
is ever banked, only notes. In fact, more 
coin is used as change than is received 
from customers, making it necessary for 
the store to buy change from a_ bank 
at frequent intervals. This money is 
received from the bank in bulk, and it 
is necessary for internal purposes to break 
it up into smaller lots. The method of 
breaking up is by weight, not by counting. 
The money is weighed on ordinary confee- 
tionery scales. The weight of coins has 4 
definite relationship to the value, for m- 
stance two sixpences weigh the same as one 
shilling, and two single shillings are eqyal 





948 


of 
les 
q 
rge 
‘ich 
the 
by 
a 
ales 
see 
the 
ded 
ave 
Tap 
for 
t be 
t all 
um- 
hich 
kets 
the 
‘led 
isses 
sales 
\ffice 
tely 
the 
been 
issue 
ale’’ 
Lions 
eing 
- the 
iten- 
\sur- 
‘erti- 
the 
rans- 
‘asonl 
etion 


coin 
more 
eived 
y for 
bank 
y is 
nd it 
break 
dof 
iting. 
mn fee- 
has @ 
r in- 
is one 
equal 


August, 1948 


in weight to a two-shilling piece. This 
method is found to be most accurate, and 
very much faster than counting. 

There are many types and classes of cash 
registers, but those which are most fre- 
quently met in departmental stores are the 
three types briefly described below. 

First, the register operated by a cashier 
(not a sales per$on) which is set up in a 
selling department, usually to supplement 
the tube at a time when it is felt that 
transactions cannot be handled quickly 
enough through the tube, or by the regis- 
ters which are normally situated in that 
department. 

A type which must be familiar to’ you 
all is the ‘‘900’’ class, which is a machine 
with six or eight drawers. It gives a 
separate total for each drawer, and an 
audit total—that is, the grand total of all 
drawers. The machine is fitted with a 
special audit key which enables an indepen- 
= check to be made on the people who 
ormally read tke machines to find the 
arithmetical total of the items which have 
been rung on each drawer. On this class 
each sales person uses a separate drawer. 

Another type, and the last which will be 
described, is the ‘‘1500’’ class. This is a 
single drawer machine with eight or nine 
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print keys for identification of the sales 
people using it. It is capable of giving 
four departmental totals. This machine is 
considered very satisfactory because of the 
small amount of space it occupies, and the 
degree of dissection of transactions possible 
with it. Space is a never ending source of 
worry, particularly on busy ground floors, 
and any means of minimising the amount 
used for functions, other than the display 
of goods for sale, is weleomed. The oper- 
ation of more than one sales person on a 
drawer does not, in practice, have any 
great advantage over the use of a separate 
drawer for each sales person. Experience 
has proved that defaleations are more fre- 
quent on multiple drawer machines. 
Apparently people who are dishonest are 
less likely to be so if their action will bring 
trouble upon their companions with whom 
they work every day. 

In these days of expanding business and 
lower gross margin mark up, it is more 
important to know accurately the trading 
results of smaller sections of the business 
than in former times. Hence the growing 
tendency to greater ‘‘departmentalisation’’ 
of retail stores. The ‘‘1500’’ class register 
assists materially in this by means of its 
four separate departmental totals. 


THE PRACTICAL IMPORTANCE OF ACCOUNTING THEORY 
by 
A. A. FrrzGera. 
(An Address to the Commonwealth Accountants’ Students’ Society, N.S.W. Division) 


I.— INTRODUCTION. 


me in 


They 


Three reasons have influenced 
selecting the subject of this talk. 
are : 

(a) the fact that the study of accounting 
theory, as distinct from accounting 
practice, is a comparatively recent 
development, which has already 
aroused serious doubts as to the 
validity of many generally accepted 
accounting practices ; 
the belief that inadequate study, or 
imperfect understanding, of basic 
accounting theory is the cause of 
most of the troubles of accountancy 
students and examinees; and 
the evidence that is accumulating 
that accounting to-day is faced with 
new problems leading to new con- 
troversies which can be settled only 


by a thorough overhaul, and possibly 
a ré-statement, of accounting doc- 
trines and conventions. 
Of these three reasons, doubtless the second 
will be regarded in this audience as being 
the most important. Nevertheless, I should 
like to spend a few minutes in brief com- 
ments on the other two. 

Firstly, then, as to the, comparative 
novelty of the study of accounting theory. 
Anyone who cares to take the trouble to 
compare an accounting text, elementary or 
advanced, written say 20 years or more ago 
with a modern text such as the admirable 
book on Advanced Accounting by Yorston, 
Smyth and Brown, can scareely fail to be 
struck by the almost complete lack in the 
older texts of any reference whatever to 
the reasons for the methods described and 
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; 
by the insistence in the later text on the 
solution of problems by the application of 
a consistent body of accounting doctrines. 
Moreover it is particularly noticeable that 
the modern writers introduce their subject 
by discussing theory. I shall have more to 
say on this point later. Again, anyone who 
takes the trouble, as indeed every student 
and every practitioner must to-day, to 
compare the Recommendations on Account- 
ing Principles of the Institute of Chartered 
Accountants in England and Wales with 
the attitude of the profession even as 
recently as fifteen years ago, must realize 
that since then there has been almost a 
complete revolution in accountancy thought 
as to the comparative importance of the 
rival doctrines of conservatism on the one 
hand and consistency and disclosure on the 
other. The effects on practice of this revo- 
lution in thought are already evident; 
indeed, they have gone beyond the stage of 
standards of good practice and have become 
part of the statute law of the United King- 
dom. The revolution in thought has ex- 
pressed itself in a_ re-examination of 
accounting practice in the light of pure 
accounting theory and in the new concept 
that pure accounting should be distin- 
guished from financial policy. Particular 
instances of the ways in which this study 
of theory has changed common practice in 
the presentation of accounting statements 
are the recommendations of the Institute 
and the provisions of the 1947 English 
Companies Act regarding the treatment. of 
depreciation and the distinction between 
provisions and reserves. 

I1.—NeEw ACCOUNTING PROBLEMS. 

Turning to the new problems of account- 
ing and the importance of accounting 
theory in relation thereto, one of the most 
striking developments in accounting in 
recent years has been the shift in emphasis 
from the balance-sheet to the profit and 
loss statement. In the early days of 
accounting, the profit and loss statement 
was a much less important accounting 
statement than it is to-day; in fact it was 
regarded rather as an appendage to the 
balance sheet than as a statement of intrin- 
sic importance. This was so, because the 
main concern of accounting in those days 
was to provide information to owners and 
creditors, and the main concern of those 
interests was to avoid improper reduction 
of capital and to preserve the financial 
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stability of a business. For these purposes, 
information provided by balance sheets is 
of prime importance. Nowadays, in addi- 
tion to these objectives of accounting, we 
have the newer purposes of providing in- 
formation which will be useful in increas. 
ing efficiency in business by cost control 
and for taxation and price control pur- 
poses. For these purpose, the information 
shewn in profit and loss statements is vital. 
So it has come to be recognized that, for 
some at least of the purposes of accounting, 
the profit and loss statement is of even 
more importance than the balance sheet, 
and that accounting practices designed to 
ensure conservatism in balance sheets may 
seriously interfere with the value of the 
information provided by profit and _ loss 
statements. Hence the re-examination 
which is now going on of the theories 
underlying the ‘‘valuation’’ of assets for 
balance sheet purposes and the search for 
a means of reconciling the need for consis- 
tency in the application of accounting doe- 
trines to determination of profit with the 
advantages of conservatism in_ balance 
sheets. A particular instance of the new 
controversies which have thus arisen is the 
challenge now being made to the continued 
acceptance of the lower-of-cost-or-market 
rule for valuation, for profit and loss state- 
ment purposes, of steck-in-trade. 
Another kind of new accounting problem 
has resulted from the violent change in the 
purchasing power of money during and 
since the war. One of the implicit con- 
ventions of accounting has always been 
that the money of account in whieh 
accounting records and statements are ex- 
pressed has a constant purchasing value. 
It is now being urged by many accountants 
and economists that this is an unrealistic 
concept and that accounting theory in that 
respect should be radically changed. For 
example, it is said that depreciation should 
provide, not merely for the allocation be- 
tween accounting periods of the original 
money—cost of acquisition of ‘‘fixed” 
asset, but for the treatment as a cost of the 
economic sacrifice involved in consuming 
an asset which can only be replaced at a 
much higher money-cost. This view is 
obviously of very great importance to 
accounting practice; indeed it has been 
suggested in England that the auditor's 
responsibility, under the 1947 Companies 
Act, to report on the profit and loss state- 
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ment as well as on the balance sheet will 
oblige him to examine the question whether, 
in arriving at the ‘‘profit’’ disclosed by the 
profit and loss statement, proper provision 
has been made for the increased cost of 
replacement of fixed assets. This sugges- 
tion runs counter to the recommendations 
made by the Institute of Chartered 
Accountants in England and Wales con- 
cerning the nature and accounting treat- 
ment of depreciation. Similar controversy 
is going on, perhaps even more vigorously, 
in U.S.A., and readers of recent issues of 
The Australian Accountant will have 
noticed that it is a lively subject of dis- 
cussion in Australia. Much more discussion 
will be necessary before the conflicting 
views are reconciled; and this discussion 
must inevitably centre round accounting 
theory and the desirability or otherwise of 
changing long-accepted accounting conven- 
tions. 


111.—THEe IMporTANCE OF ACCOUNTING 
THEORY TO STUDENTS. 

After this brief mention of respects in 
which the importance of accounting theory 
is being demonstrated in every-day practice 
of aceounting, we turn to the question 


which is probably of more immediate 
interest to students—the ways in which the 
study of accounting is hampered by insuffi- 
cient attention to the theoretical basis of 
the practices described in text books. Long 
experience as an examiner of students 
taught by others—a not very satisfactory 
arrangement either for the examiner or the 
student—has convinced me that far too 
little accounting theory is usually taught, 
and that what little is taught comes far too 
late in the average student’s preparation. 
Indeed, it seems to me, and in fact has 
often been said to me by teachers, that the 
study of advanced accounting theory is 
“post-graduate’’ study. That is surely a 
fundamental misunderstanding of the 
nature of teaching. It is far more import- 
ant for a student to learn the reasons for 
accounting practices than to try to learn 
the practices without knowing the theories 
on which they are based. For one reason, a 
thorough knowledge of accounting theory 
will equip a student to master practice 
uuch more easily and quickly ; on the other 
hand, what is learnt of practice is not 
likely to be long retained unless it is sup- 
ported by an adequate understanding of 
reasons. Moreover, it is unfortunately true 
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that comparatively few students remain 
students after they have passed their ex- 
aminations. Post-graduate study in ac- 
counting is a rarity; and, unless theory is 
studied in the course of preparation for 
examinations, in the great majority of cases 
it is never studied at all. All students of 
accounting, and all teachers, would do well 
to cultivate the spirit of inquiry through- 
out the whole of the preparation for 
accountancy examinations, to refuse to 
accept as sacrosanct any acecowating prac- 
tice merely because it is customary, and to 
insist upon examining the reasons for every 
accounting convention. Lest, however, I 
should be misunderstood as disparaging the 
value of practical experience in accounting 
or of students working as many practical 
examples as possible, let me make it cleag 
that I have no such intention. There can 
be no substitute for practical experience 
nor for practical work in the class-room. My 
point is that practice is not the be-all and 
end-all of accountancy study; it is the 
means by which theory is exemplified and 
impressed upon the student and the mea- 
sure by which accounting theory may be 
judged. Nor do I think that accounting 
conventions and doctrines should be lightly 
discarded if they have stood the test of 
time. There is a presumption in favor of 
any generally accepted practice, but it does 
not follow that no better practice can be 
found, nor that practices which have been 
shown to be satisfactory for the older pur- 
poses of accounting are necessarily equally 
satisfactory for the new purposes. 

We mfst remember also that certain 
accounting doctrines conflict with one an- 
other, and that their relative importance 
may change with the evolution of social 
philosophies, with the broadening down of 
legal precedents, and with changes in the 
nature of the demands made on ‘accounting 
by industry and commerce. Sometimes 
these shifts in emphasis from one doctrine 
to another proceed very slowly, so slowly 
that they are scarcely noticeable to any 
one generation of accountants; sometimes 
they are so sudden as almost to take many 
accountants, teachers and students un- 
awares. At the present time we are pass- 
ing through one of these rare periods of 
revolutionary change in accountancy 
thought—a shift in emphasis from the time- 
honoured doctrine of conservatism to the 
rival doctrines of consistency and dis- 





276 The Australian Accountant 


closure. Any student who is interested in 
the underlying causes of this change in 
importance of competing doctrines may 
trace them through a comparison of the 
Wilfred Greene Committee’s report on 
company law amendment in 1926 with the 
Cohen Committee’s report in 1946, or a 
comparison of the Birmingham Small Arms 
ease in 1906 with the Royal Mail Steam 
Packet Co. Ltd. case in 1931. And he may 
get a realisation of the extent to which the 
change ha®gone from a study of the Recom- 
mendations on Accounting Principles of 
the Institute of Chartered Accountants in 
England and Wales and of the accounts 
provisions of the English Companies Act, 
1947. Any student who finishes his prep- 
aration for examinations in advanced 
accounting without a careful study of the 
recommendations of the English Chartered 
Institute is inadequately prepared for those 
examinations, because he will be unaware 
of the recent developments in accounting 
theory and will be basing his solutions to 
practical problems in the presentation and 
analysis of accounting statements on a dis- 
earded philosophy of accounting. I am 
sorry to say that the last advanced account- 
ing examinations of the Commonwealth 
Institute of Accountants showed conclu- 
sively that a very large proportion of the 
candidates had apparently made no study 
at all of those recommendations. 

I believe, as I have already said, that in- 
adequate study of accounting theory is at 
the root of the troubles of most accountancy 
students. It is certainly the main reason 
for the low percentages of pasSes in the 
Institute’s examinations, particularly in 
Final Accounting, though it is noticeable 
also in such subjects as Banking, Finance 
and Foreign Exchange. I believe also that 
a study of theory is necessary at all stages 
of preparation for the examinations, in 
Intermediate Accounting as well as in the 
final stages. There is room for difference 
of opinion as to the lengths to which the 
study of theory should go in preparation 
for the intermediate examinations; but, 
for what it is worth, my view is that, as 
early as possible in his studies, every 
student should acquire a knowledge of the 
principal doctrines and conventions in 
accounting and of the reasons for those 
doctrines and conventions. It is for that 
reason that I weleome the early emphasis 
placed on these aspects in the new Austra- 
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lian text by Messrs. Yorston, Smyth & 
Brown to which I referred earlier. This 
is an innovation in accounting texts used 
in this country; it will be of inestimable 
value to the present generation of students, 

It will, of course, be impossible in the 
space of one short talk to discuss the whole 
range of accounting theory and its effects 
on accounting practice. I shall have to 
select certain aspects of accounting; and, 
in doing so, shall try to show how practice 
is being modified by the developing realisa- 
tion of the conflicting nature of accounting 
doctrines. 

The major purpose of accounting is to 
present to interested parties information 
expressed in monetary terms relating to the 
operating results and financial position of 
individual enterprises. The processes by 
which this purpose is effected are: 

(a) collection and recording of the data, 

(b) classification of the data, 

(c) analysis of the classified data, and 

(d) presentation of the results of the 

classification and analysis. 

The interested parties are owners, wan- 
agers, governmental agencies such as tax- 
ation and price-control authorities, and, in 
some respects, the general public. The 
form in which the information is best pre- 
sented may not be the same for each of 
these interests ; and, the form in which it is 
desired to present the information exercises 
a dominating influence over the classifica- 
tion of the data. Classification, in turn, 


influences both the methods of collection 


and recording and the nature and extent 
of the classification depends on the methods 
of analysis which may be used. Forms of 
accounting statements thus become of 
prime importance, not merely as methods 
of presentation, but also as the governors 
of the other three processes of accounting. 
Since a selection of some aspects of account- 
ing must be made in order to illustrate the 
practical importance of accounting theory, 
it is, therefore, probably most likely to be 
useful if attention is concentrated on 
accounting statements. It so happens that 
refinements in accounting in recent years 
have been particularly noticeable in con- 
nection with the final statements and that 
the bearing of theory on changing practice 
may be most clearly seen in that aspect of 
accounting. 

Let us then consider, first, the changes 
that are taking place in the forms of pres- 
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entation of balance sheets and profit and 
loss statements, and then examine the influ- 
ence of theory in producing those changes. 
It will be necessary, however, still further 
to restrict the scope of our examination, in 
order to keep this talk Within reasonable 
time limits, by selecting statements pre- 
pared for particular purposes, that is, for 
the information of particular interests. It 
will probably be most fruitful to select 
statements prepared for the information 
of owners and managers of businesses. I 
propose, therefore, to discuss balance sheets 
and profit and loss statements prepared for 
the information of (a) owners of busi- 
nesses, and (b) managers or directors of 
businesses. 


1V.—MopEerRN BALANCE SHEET ForM. 


There is usually little or no difference 
between the balance sheet presented to the 
owners of a business (commonly called the 
‘“published’’ balance sheet) and that pre- 
pared for management purposes (commonly 
called the ‘‘ private’’ balance sheet), except 
that, in some cases, the private balance 
sheet contains more detailed information in 
the body of the statement or in attached 
schedules. For our present purpose, these 
differences in detail may be ignored and 
attention concentrated on the structure of 
the balance sheet, which should be the same 
for either published or private balance 
sheets. 

Fundamentally, a balance sheet consists 
of three major divisions—assets, liabilities, 
and proprietorship. Each of these divisions 
may be sub-divided into groups, the basis 
of the group classifications being a time 
basis. Thus, in a well-prepared balance 
sheet assets are divided into the two main 
groups—current and fixed—with sometimes 
an intermediate deferred group; liabilities 
are similarly divided into current and 
deferred, with some rare cases in which a 
third group, fixed liabilities, may appear ; 
proprietorship is usually shown in a single 
group, though it is possible to distinguish 
between fixed proprietorship items and 
temporary proprietorship items. 

The balance sheet may, in fact, be 
thought of as an equation expressed in one 
or other of the following forms: 

(i) L + P = A, or 

(iii) P= A —L, 

where P = Proprietorship, A 
Assets,-and L = Liabilities. 
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The expanded form of the equation, to give 
effect to the sub-divisions of the main divi- 
sions may be: 
(i) CL+ DL+P= 
CA + DA + FA, or 
(ii) P = (CA — CL) + 
(DA + FA — DL), 
where C = Current, F = Fixed, and 
D = Deferred. 
The basis of grouping of items of assets 
and liabilities being time, it is necessary 
to adopt some more or less arbitrary period 
for distinguishing between current, defer- 
red and fixed assets and liabilities. By 
convention this arbitrary period is usually 
roughly one year from the date of a balance 
sheet. 

Thus, current assets are cash and other 
assets which are intended to be, and prob- 
ably can be, converted into cash or con- 
sumed in the ordinary course of the oper- 
ations of the business within about one 
year from the date of the balance sheet ; 
fixed assets are assets which are not in- 
tended to be converted into cash or con- 
sumed in the ordinary course within that 
time; deferred assets are assets which are 
intended to be converted into cash or con- 
sumed in the ordinary course of business 
more slowly than current assets but more 
quickly than fixed assets. 

Current liabilities are liabilities which 
the business may be called upon to dis- 
charge in the ordinary course within one 
vear from the date of the balance sheet; 
deferred liabilities are liabilities which are 
not likely to fall due for payment within 
one year from the date of the balance sheet ; 
fixed liabilities (rare in Australia) are lia- 
bilities which the business will not be called 
upon to discharge during its existence as 
an operating entity. 

The time test is somewhat differently 
applied in the case of proprietorship. Fixed 
proprietorship is the capital contributed by 
the owners of the business, or which the 
owners have agreed shall be treated as 
permanent addition to that capital ; tempor- 
ary proprietorship is the addition to 
owners’ funds resulting from the opera- 
tions of the business, which it is notdesired 
to treat as permanent addition to capital. 

The purpose of classification of the divi- 
sions of the balance sheet into groups on a 
time basis is to throw light on the financial 
position of the business, and on movements 
from time to time in that financial position, 
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by facilitating study of the significant 
relationships between groups of items, such 
as the relationships between current assets 
and current liabilities, between proprietor- 
ship and total liabilities, between pro- 
prietorship plus deferred liabilities and 
deferred assets plus fixed assets. Clearly, 
this purpose is frustrated unless particular 
care is taken to preserve the integrity of 
each of the balance sheet groups. In other 
words, the preparation of a balance sheet 
is more than an exercise in arithmetic; it 
is an act of. classification. In_ balance 
sheets, as in any other classification of 
items, the groups must be mutually @xclu- 
sive. Every balance sheet item should fit 
logically into one balance sheet group only, 
and every balance sheet group should con- 
tain only homogeneous items. In technical 
accounting terms, mixed groups or mixed 
accounts are fatal to good balance sheet 
draughtsmanship. 
Now it is not as well recognized as it 
should be, either by students or by many 
Liabilities 

Paid-up Capital 

Share Premium Reserve .. 

Sundry Creditors 

Reserve for Depreciation 

Reserve for Taxation 


12,000 
3,000 
500 


42,500 


Judged by modern standards, that balance 
sheet is seriously defective, though only a 
few years ago it might have passed almost 
without adverse comment. In the first 
place, it is simply a list of ledger balances, 
arranged in two divisions according to 
whether they are debit or credit balances, 
£ £ 
Shareholders’ Funds 
(Proprietorship ) 
Paid-up Capital . 25,000 
Share Premium Re- 


serve 2,000 


27,000 
Less debit balance in 
Profit and Loss Ap- 
propriation A/e. 1,000 
— 26,000 
Current Liabilities— 
Sundry Creditors 
Provision for Taxation 


. 12,000 
500 
—— 12,500 


38,500 
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practitioners, that ledger accounts, viewed 
from the standpoint of their balance sheet 
group classification, may be either positive 
or negative. A debit balance in a ledger 
account may represent an asset or a nega- 
tive liability or hegative proprietorship; a 
credit balance in a ledger account may rep- 
resent a liability or a proprietorship item or 
a negative asset. So, just as the prepar- 
ation of a balance sheet is not a mere 
exercise in arithmetic, neither is it a mere 
matter of placing credit balances on one 
side, or in one division, and debit balances 
on another. It is a matter of finding the 
appropriate group in which every ledger 
balance should be placed. 


Consider, for exantple the following 
skeleton balance sheet, which is by no 
means untypical of balance sheets presented 
by students in their answers to examination 
questions, nor, for that matter, of balance 
sheets commonly presented by companies 
to their shareholders. 

Assets 
Fixed Assets—at -cost 
Current Assets 
Goodwill oe gt ee ee 
Profit and Loss Appropriation 
A/e. 


£ 
23,500 
16,000 
2,000 
1,000 
42.500 


with no pretence at classification which 
would be useful for analytical purposes, 


and with no proper distinction between 
positive and negative items. 

Compare the following re-arrangement of 
the data in line with the recommendations 
of the English Chartered Institute. 

£ 
Fired Tangible Assets— 

ee ee . 23,500 
Less Provision for Depreci- 

ation 
Fixed Intangible Assets— 


Goodwill 
Jurrent Assets 
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In this form, the balance sheet takes on 
a new significance. The important balance 
sheet relationships are clearly depicted, 
negative items are grouped with relevant 
positives (provision for depreciation as a 
deduction from fixed assets, debit balance 
in profit and loss appropriation account as 
a deduction from proprietorship) and care 
has been taken to avoid ambiguity arising 
from defective terminology (provision for 
depreciation and provision for taxation in 
place of reserve for depreciation and 
reserve for taxation). 

The stress laid in the recommendations 
of the English Chartered Institute on such 
refinements of balance sheet draughtsman- 
ship represents the triumph of the doctrine 
of disclosure in published accounts—the 
doctrine that published accounts should 
dearly and as fully as possible disclose all 
significant information. The recommenda- 
tions emphasise also the importance of con- 
sistency from year to year in the applica- 
tion of accounting conventions to the facts 
—consisteney in the basis of ‘‘valuation’’ 
of stock-in-trade, in the methods used for 
calculating depreciation, and in the classi- 
fication of items. They remove the implied 
approval given by the doctrine of conser- 
vatism to the practice of creating and using 
secret reserves by their insistence on pres- 
ervation of the distinction between pro- 
visions and reserves, and by such detailed 
stipulations as that any reduction in the 
balance ‘sheet values of stock-in-trade ex- 
ceeding the amount necessary to comply 
with the lower of cost or market rule, or 
any amount set aside for depreciation of 
fixed assets in excess of the amount of 
depreciation ascertained by accepted ac- 
counting methods, are reserves (i.e. items 
in the proprietorship group) and should 
be shown as such in the accounts. 

In such respects, the recommendations of 
the Institute are bound to exercise a vital 
influence over the form and contents of 
balance sheets, and through balance sheets, 
over the whole of the processes of account- 
ing. The recommendations themselves 
represent a re-statement of accounting 
theory, which is producing revolutionary 
changes in accounting practice. One could 
scarcely have a more convincing demon- 
stration of the practical importance of 
theory. 

There are other respects in which the 
recommendations of the Institute in con- 
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nection with balance sheets reach to the 
heart of problems commonly found in 
accountancy examination papers. One 
would have thought that no student would 
have faced his final examination at least 
without a thorough knowledge of the 
recommendations, and that no _ teacher 
would have thought of presenting a candi- 
date who was not seized with their import- 
ance. Yet, at a recent Commonwealth In- 
stitute examination in Final Accounting, a 
question calling for the re-arrangement of 
a loosely-drawn balance sheet was very 
badly answered by the majority of candi- 
dates. Typical defects in the answers 
were : 

(i) the inclusion of a depreciation 
‘‘reserve’’ with liabilities or with 
shareholders’ funds; 

(ii) the inclusion of taxation ‘‘reserve’’ 
with shareholders’ funds; 

(iii) the lumping together in one group, 
described by some such title as 
‘‘operating reserves’’ or ‘‘specific 
reserves’’ of provision for proposed 
dividend, depreciation ‘‘reserve’’ 
and taxation ‘‘reserve’’; 
the inclusion of provision for pro- 
posed dividend (a liability pro- 
vision) in the shareholders’ funds 
group; and 
the use of the extraordinary group 
titles ¥ fictitious assets’’ and ‘‘fictiti- 
ous liabilities’’. 


V.—Tue Form or PuBLISHED PROFIT AND 
Loss STATEMENTS. 


Unlike the balance sheet, the profit and 
loss statement prepared for the information 
of owners may (and very often does) differ 
materially from that prepared for the in- 
formation of managers. Published profit 
and Joss statements are usually highly 
condensed, and though, of course, the net 
results of operations which they show 
should not differ from those shown in the 
private statements, they normally provide 
comparatively little information bearing 
upon causes of variations in results from 
year to year, such as is essential for man- 
agement purposes. 

Indeed, until quite recently, published 
profit and loss statements were remarkable 
more for what they concealed than for what 
they revealed, and the influence of the 
doctrine of conservatism was of paramount 
importance. Little was heard before the 
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shock of the Royal Mail Steam Packet Co. 


Ltd. case of the doctrines of disclosure and 
consistency as applied to profit and loss 
tatements. To-day, the situation is quite 
ifferent. The accounting profession in 
England, and in Australia, has unequivo- 
eally abandoned its previous tacit accept- 
ance of secret reserves, and the legislature 
in England has embodied the new account- 
ing doctrines in statutory requirements as 
to the contents of published profit and loss 
statements of companies. It will probably 
not be long before this example is followed 
in the Australian States. Indeed, it may 
even be claimed that Victoria, in the 1938 
Companies Act, had anticipated many of 
the reforms in the 1947 English Act. 
Both the recommendations of the Insti- 
tute of Chartered Accountants in England 
and Wales and the new company law pro- 
visions show plainly the increased emphasis 
on the importance of the profit and loss 
statement. For example, the older Com- 
panies Acts made practically no reference 
to the contents of the profit and loss state- 
ment beyond the requirement that one 
should be prepared and laid before share- 
holders at least once a year and that it 
should disclose the total remuneration paid 
to the directors. Even this last require- 
ment was so ambiguously worded in some 
of the Acts that it was not certain what 
‘total remuneration of directors’’ covered. 
By way of contrast, the Victorian Act of 
1938 and the English Act of 1947 contain 
detailed provisions as to the contents of the 
statements, designed to, ensure compliance 
with the doctrine of consistency and, to 
some extent at least, with the doctrine of 
disclosure. The recommendations of the 
Institute similarly stress the importance of 
the profit and loss statement and the need 
for consistency of accounting convention 
and practice in its preparation. The’ over- 
riding principle as stated by the Institute 
is: 
The profit and loss account should be 
presented in such a form as to give a 
clear disclosure of the results of the 
period and the amount available for 
appropriation, for which purpose it may 
conveniently be divided into sections. 
Such a disclosure implies substantial 
uniformity in the accounting principles 
applied as between successive accounting 
periods ; any change of a material nature, 
such as a variation in the basis of stock 
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valuation or in the method of providing 
for depreciation or taxation, should be 
disclosed if its effect distorts the result 

The account should disclose any materia] 

respects in which it includes extraneous 

or non-reeurrent items or those of an 
exceptional nature, and should also refer 
to the omission of any item relative to, or 
the including of any item not relative to, 
the results of the period. 
The recommendations go on to specify 
various items which should be separately 
stated in published profit and loss state. 
ments in order to give effect to this basic 
principle. 

Here again, as in the case of the balance 
sheet, the new accounting doctrines of con- 
sistency and disclosure have triumphed 
over the older doctrine of conservatism. 
Any student who is wnaware of these 
developments in accounting theory is ill 
equipped to take his examinations, let alone 
to enter upon a career in the application 
of modern theory to modern practice. And, 
in passing, by way of further illustration 
of the influence of theory on practice, it 
may be mentioned that a member of the 
Council of the Institute of Chartered 
Accountants in England and Wales has 
publicly recommended that, in order to 
comply with the recommendations of the 
Institute, there should be radical changes 
in common practice in accounting for 
stock-in-trade. 


VI.—Form AND CONTENTS OF PROFIT AND 
Loss STATEMENT FOR INFORMATION 
OF MANAGEMENT. 


Consistency in the basis on which profit 
and loss statements for management pur- 
poses are prepared is, of course, just as 
important as in statements prepared for 
owners. Perhaps it is even more important, 
for the reason that analysis of operating 
results is very often carried out through 
comparison in detail of one profit and loss 
statement with similar statements for 
previous periods in order to study the 
causes of variations disclosed by the com- 
parison. 

Disclosure in private profit and _ loss 
statements is also as important as in pub 
lished statements and is possible to an evel 
greater extent. 

Consistency and disclosure in the private 
statements may, however, necessitate new 
methods of accounting, or may make essel- 
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tial methods which have hitherto been used 
in the minority of cases. For example, 
ensistency in accounting for depreciation 
is searcely possible unless detailed records 
of the life-history of every machine are 
kept in a Plant and Equipment register. 
Again, consistency in accounting for stock- 
jn-trade necessitates the keeping, wherever 

ible, of perpetual inventories of stock, 
90 that ascertainment of cost of stock on 
hand at balance dates may be facilitated 
and that the effects of any changes in the 
interpretation of ‘‘cost’’ (e.g. from first-in- 
first-out to weighted average cost) may be 
disclosed. 

In this connection, we may discern an- 
other striking instance of the effect of 
accounting theory on accounting practice. 
Proper accounting for stock involves much 
more than a yearly stock-taking. As in the 
case of cash, every movement—in or out— 
of stock should be accounted for. Emphasis 
on consistency in accounting re-inforces 
other arguments for the general acceptance 
of this theory, and for the general adoption 
of methods of stock accounting which will 
give effect to it. The best methods of gom- 
plete accounting for stock movements, in 
suitable cases, are the method of perpetual 
inventory (stock ledgers controlled by 
stock accounts in the general ledger) and 
the method of identification of cost of each 
individual lot of goods sold. 

Neither of these methods is completely 
satisfactory unless the records of move- 
nents in individual lines of stock are con- 
trolled by total or control accounts kept 
in the general financial ledger. But the 
maintenance of such stock control accounts 
8 inconsistent with an arrangement of the 
general ledger accounts which enables the 
conventional type of trading account, or in 
the case of a manufacturing concern, the 
conventional type of manufacturing 
account to be prepared. Hence, in the 
planning of an accounting system, a choice 
must often be made between conventional 
forms of statements which are of limited 
isefulness and new forms of accounts 
Which are specially designed to control 
‘sential subsidiary records. It cannot be 
sid that these new methods of accounting, 
mvolving new forms of _ relationship 
between the financial accounts and cost and 
stock records, are yet in general use in 
Australia or England, as they are in 


US.A., but they will surely gain in popu- 
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larity as the full implications of the new 
doctrines of accounting are worked out in 
practice. Consequently, students should be 
familiar with the new methods, even though 
they are not yet in general use—another 
instance of the point that it should not be 
assumed that existing practices are the best 
merely because they have been in use for 
many generations. 

Questions have, on occasions, been in- 
cluded in the final accounting examinations 
of the Commonwealth Institute in which it 
has been specifically stated that the answers 
were to be based on the assumption that 
the accounting system in operation was 
such that cost records were controlled by 
accounts kept in the general financial 
ledger. The answers submitted to such 
queStions have invariably shown that the 
great majority of students are unaware of 
alternatives to that kind of accounting 
system which leads up to the presentation 
of a conventional manufacturing account 
and trading account. They have accord- 
ingly submitted solutions which were not 
appropriate to the conditions stated in the 
questions, and have lost marks in so doing. 























CONCLUSION. 


It has not been possible, in this short 


talk, to enter upon much detailed discussion 


of ‘‘practical’’ problems, nor indeed have I 

tried to do so. My object has been rather 

to stimulate enquiry than to explain. To 
recapitulate, let me repeat the advice al- 
ready given. 

1. Always look for the reasons for any 
accounting practice which is said to be 
in general use. The fact that it is in 
general use is a presumption in its 
favour, but is not necessarily conclusive. 
It may have been adopted in the first 
place in conformity with a doctrine of 
accounting which has sinee lost much 
of its force and been challenged or 
superseded by some conflicting doctrine. 
Remember that accounting theory has 
changed, and is still changing rapidly 
in our own time. Never neglect an 
opportunity of acquainting yourself 
with the most recent statements of 
accounting doctrines, conventions and 
concepts and with ‘the underlying 
reasons therefor. 

Never regard yourself as satisfactorily 
prepared for an examination in Final 
Accounting until you have thoroughly 
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studied the pronouncements and recom- poses of accounting are not static; the 
mendations of the leading institutes of range of purposes is constantly widep. 
accountants in Australia and England. ing, and conventions which are satis. 
Constantly check the statements made factory for some purposes may be most 
and the theories expounded in the text unsatisfactory for others. 

books you use, particularly if those ‘ 

texts are more than a very few years 9%. If you are preparing for a career in 
old, with the latest recommendations of accountancy, make up your mind now 
the Institutes; and, in the many cases that, if you are to have a hope of success 
of conflict which you will discover, in that career, you must remain a 
search for the reasons in the light of student for the rest of your working 
changing emphasis on different account- life. There is no easier road to success 
ing doctrines. in accounting, and the passing of your 
Keep an open mind about accounting final examinations is not the last stage 
conventions and accounting practices in the education of an accountant. It 
based thereon. Remember that the pur- is only the end of the beginning. 





IT ALL DEPENDS ON THE POINT OF VIEW. 


In his book ‘‘Clarence Darrow for the whether he had passed that time. ‘‘Yes 
Defence’’ Irving Stone relates the story of Sir, I sure did’’, the student replied, to 
a law student who found it necessary to which Darrow murmured, ‘‘And now | 
repeat his law examinations. On the suppose you’ll want the standards raised”. 
oceasion of the publication of the results J. E. Smyth, in The Canadian Chartered 
of his second attempt, Darrow asked him Accountant, January, 1948. 
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COMMONWEALTH ACCOUNTANTS’ 


STUDENTS’ 


(Victorian 


SOCIETY 


Division) 


GOLDEN JUBILEE 


In August of this year the Victorian 
Division of the Commonwealth Account- 
ants’ Students’ Society will attain its 
Golden Jubilee. It was founded as The 
Incorporated Accountants’ Students’ Soci- 
ey, Victoria, at a meeting of members of 
The Incorporated Institute of Accountants, 
Victoria, and students, held on 24th 
August, 1898. For some years previously, 
Messrs. R. H. Shackell, F. G. Hooke, and 
others had been advocating the formation 
of a group, comprising kyth members and 
students, which would hold meetings for 
the purpose of hearing lectures and dis- 
«assing accountancy topics. Largely 
through the efforts of Mr. William Walker, 
the Council of the Institute agreed, in 1898, 
to sponsor such a body, and Mr. Thomas 
Brentnall, who was President of the Insti- 
tute at the time, agreed to be President of 


the new Society, and he continued to hold 


that office for ten years. The first business 
meeting took place on 12th October, when 
Mr. Brentnall delivered the inaugural 
address, the original typescript of which is 
till in the Society’s possession. 

Mr. L. J. S. Welch was elected the first 
Honorary Secretary, and, until his death 
nearly thirty years later, was one of the 
Society’s most stalwart supporters. Dur- 
ing that period he was absent from few of 
the Society’s meetings, and, as Secretary 
during the first nine years of the Society’s 
existence, President in the years 1913 to 
1916, and committee-man, he took a leading 
part in its operations. 

Mr. A. M. Hislop was appointed Hon. 
Seeretary in 1908 and was successful in 
having the payment of an annual subscrip- 
tion being made a condition of membership. 
Hithereto, membership was free to any 
member of the Institute or candidate for 
its examinations who requested it, all ex- 
penses being defrayed by the Council of 
the Institute. Mr. Hislop encountered 
much opposition from members of his Com- 
mittee before he achieved his objective. 
Some of them gloomily prognosticated that 


not one hundred would enrol. Actually, 
this figure was passed withitt a week or two 
and, as in other walks of life and other 
circumstances, it was demonstrated that a 
person values more highly what he pays 
for than what he gets for nothing. 

The possession of funds of its own en- 
abled the Committee to extend its activities 
in several ways, and, in particular, to 
publish some of the lectures given at its 
meetings. It was not intended, however, 
that the Society should be entirely self- 
supporting. To the present day its Com- 
mittee has looked to the parent body for 
some financial assistance and this has 
always been generously given. 

For business reasons, Mr. Hislop left the 
State in 1914, and until his return to 
Melbourne some time later his services were 
lost to the Society. He was succeeded as 
Hon. Secretary by Mr. J. W. Newington, 
who carried on the progressive policy of 
his predecessor. His skilful and convincing 
methods of propaganda were largely 
responsible for a rapid increase in member- 
ship, which in 1922 reached the record 
figure of 1,744. To him is due the intro- 
duction of model answers to the questions 
in the accounting examination papers, 
prizes for Intermediate and Final candi- 
dates, a considerable extension of the print- 
ing of lectures in pamphlet form, and the 
publication, monthly, of ‘‘The Accountancy 
Student’’, later merged with ‘‘The Com- 
monwealth Journal of Accountancy’’ when 
that periodical came into being in Septem- 
ber 1921. 

In 1921, Mr. Newington accepted a busi- 
ness appointment in another State, and the 
Committee considered that the time had 
arrived when the Society should have a 
salaried secretary. Mr. O. R. MacDonald 
who, as a member of the staff of Mr. R. Jr” 
Oehr, Registrar of the Institute, had been 
Honorary Treasurer and Assistant Secre- 
tary of the Society for some years, was 
appointed to the position. He held the 
office of Secretary and Treasurer for 21 
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years, and in 1942 was succeeded by Mr. 
E. V. Craven, who found it necessary to 
resign in the following year for business 
reasons. Since then,-the secretarial work 
has been carried out by officers of the Insti- 
tute and this has proved a satisfactory 
arrangement. 

In this short article, it is impossible to 
give even a brief survey of the operations 
of the Society over its long existence, and 
it may appear invidious to attempt to 
single out for special mention the names 
of any of the many people who have given 
so fully and generously of their time and 
knowledge in the interest of the Society. 
It is felt, however, that no consideration of 
its past history would be adequate if refer- 
ence were not made to several outstanding 
personalities with whom the Society has 
been so closely identified. 

Firstly, some honour must be paid to 
the Registrars who have done so much, in 
their capacity as chief executive officers of 
the Institute, to ensure the smooth running 
of the Society’s routine operations. Mr. 
J. P. Bainbridge, Registrar at the time of 
the formation of the Society, had much to 
do with its guidance in its infant years, 
and his successor, Mr. R. J. Oehr, one of 
the Society’s first Committee members, 
helped to advance its growth. Since the 
retirement of the latter, the present Regis- 
trar, Mr. C. W. Anderson, has done much 
in the interests of the Society. 

Reference must also be made to the in- 
valuable services of Mr. W. O. Strangward, 
President in the five years after Mr. Brent- 
nall’s resignation, who did much in shaping 
the Society’s policy, and to Mr. T. F. Bren- 
nan, one of the Society’s founders who still, 
after fifty years, has its interests at heart. 
Happily he is still with us, and he and 
Mr. Bainbridge are possibly the only orig- 
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inal members still living. In any review 
of the past, the name of Mr. E. Pyke mug 
be linked with the Society, for not only did 
he prepare and demonstrate model answer 
for a period of about twenty years, but he 
did much for members in other ways, 

Looking through the list of Past Pregj. 
dents brings to mind the many services they 
have rendered, and there are other men. 
bers, who have never occupied the pregi- 
dential chair, to whom the Society is als 
greatly indebted. It is interesting to note 
that many who have been elected to the 
Council of the Institute had previously 
served on the Society’s Committee. 

Of all the Society’s activities its business 
meetings have been probably the most in. 
portant. In the fifty years, there has been 
an average of ten meetings a year. At 
these, lectures have been given by the 
leaders of the “accountancy profession, 
prominent business men, university lectur- 
ers, and members of the legal profession. 
To the last-named the Society is partiev- 
larly indebted. Their Honours Sir John 
Latham and Sir Owen Dixon, and the Rt. 
Hon. R. G. Menzies, are but three names 
from a lengthy list of barristers and solici- 
tors who have freely given of their pro 
found knowledge of the law for the benefit 
of members. 

In July, 1922, the name of the Society 
was changed to the ‘‘Commonwealth 
Accountants’ Students’ Society’’ following 
on the change of the Institute from a State 
to a Commonwealth designation, and, in 
view of the formation of sister societies in 
other States, the words ‘‘ Victorian Divi- 
sion’’ were added. 

To mark the Golden Jubilee, special 
functions are being arranged by the Com- 
mittee, details of which are being supplied 
to members. 
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Since the publication in 1923 of ‘‘The If accounting is to become a social force, 
Yeaning of Meaning’’ by C. K. Ogden and then its handmaiden must necessarily be 
mem. @! A. Richards, there has been a growing the continuance of the difficult study of 
pregi. fguterest 1m the subject of semantics. semantics. In fact, from now onwards, it 
is aly @ Prior to this time it was generally does not seem to be an exaggeration to say 
© note Mssumed that every word had a definite that one is virtually dependent upon the 
to the ueaning, or series of meanings, and that parallel development of the other. 
riously uence & word had’been accurately defined it 
eame a perfect counter of verbal ex- 
siness eiange. . Although innumerable scholars in the past 
st im. | The realisation that the truth 1S other- have written on practically every detail of 
$ been arise and that the vast majority of words janguage history, grammatical structure 
r, At Mu everyday use have an association Of and literary manipulation, few have con- 
y the Jaeaning which is partly personal and sidered the basie problem of the actual 
ession, ierefore imperfectly communicable has meaning of words. This statement applies 
lectur. tought into existence the relatively new with even greater force to the accountancy 


ACCOUNTING TERMINOLOGY. 


ession, vience of semantics. . profession. 

artien- There are many who regard it with dis- Therefore, I think it is very timely that 
John Mavor and even with hostility. Even inour Mr. A. A. Fitzgerald, in his latest book 
he Rt. gem profession, for example, up to com- +‘ Analysis and Interpretation of Financial 


names gmratively recent times there were those and Operating Statements”’ (Butterworth), 
solici- rho considered that the study of account- jin Chapter IV, entitled ‘‘Conventional 
r pro ug terminology was for the academician. Accounting Terminology and Form and 
enefit Their Bearing on Analysis and Interpre- 
tation’’, should again direct our attention 
ociety The semanticist is one who subscribes to to this basic matter. ‘ 
wealth fhe view that even between two masters of His thoughts are especially timely be- 
owing Mguage communication can never be cause as I see it, accounting is an attempt 
State Miultless since no two persons can ever to present a quasi-mathematical accuracy 
id, in Mave learned the same word under exactly of equation between the writer’s side and 
ties in ##lesame circumstances. Their associations the reader’s. 
Divi- Hind re-associations of meaning must differ. 
The more concerned with human relation- 
pecial Bins a word or phrase may be, the less 
Com- Bunce it has of conveying to the hearer or 
pplied Fader what it actually means to the It was Mr. Fitzgerald’s statement on 
ii oe weiter. page 44 to the following effect, ... ‘‘a 
Semantics, whilst it is still an undevel- thorough knowledge, not only of commonly 
hd study, is the science of meaning and accepted meanings of technical terms but 
mmunication. It is a healthy sign that also of the different ways in which these 
# accounting apologeties it is at present terms may be used by some accountants, 
la critical mood. It aims at stripping is an jndispensable part of the mental 
tls and phrases of all special and private equipment of the analyst of accounting 
iations. This has been necessary statements’’, which set me thinking once 
‘ause of accidents of individual experi- again of the relationship between account- 
Me. Semantics sets out to reduce the ing and semantics. 
tsonal emotive connotation in language Whilst it is the conventional practice to 
an absolute minimum, so that each word apologize for quoting an author at such 


THE SociAL SIGNIFICANCE OF SEMANTICS. 


SoME RELEVANT Extracts rrom ‘‘ANALY- 
SIS AND INTERPRETATION OF FINANCIAL AND 
OPERATING STATEMENTS’’, 


ull be as far as is practically possible an length, in this instance I feel no such 
umbiguous scientific label. compunction. 
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Mr. 
rant this attention.. 
‘‘It is obviously not possible, within the 
confines of this book, to attempt anything 
a comprehensive 
accounting terminology, but attention may 
particularly be directed to the following 
terms of particular significance in analysis 
and interpretation. 
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Fitzgerald’s views, as always, war- 


examination of 


The term Asset may be used in 

several senses— E 

(i) to describe property which can 
easily and readily be made 
available in the form of cash, 
if required ; 

(ii) to describe property which is 
in process of conversion into 
cash and which will be so con- 
verted in the normal course of 
business in the near future; 

(iii) to describe expenditures or 
‘*eosts’’ the charging of which 
against income has been defer- 
red. 

The term Liabilities, though some- 
times used to describe both liabilities 
to creditors and owners’ ‘‘equity’’, 
is best restricted to liabilities to 
creditors. Such liabilities may be 
ascertainable with accuracy or may 
have to be estimated. In the great 
majority of balance sheets some esti- 
mate of amount of at least some of 
the liabilities must be made. Lia- 
bilities to creditors may, and often 
do, include estimates of future 
expenditure, whether to known 
creditors or to persons at present 
not identifiable. They may also, and 
often do, include estimates of the 
amount of income received but 
which, in accordance with the doc- 
trine of conservatism, has not yet 
been credited in full to the income 
account. 

The term Capital has several special- 

ised meanings. In the ease of a 

business conducted by a partnership 

or a sole trader, it may mean simply 
the excess of the ‘‘assets’’ shown in 
the balance sheet over the ‘‘liabili- 
ties’’ shown therein. In the case of 

a company it needs to be more 

closely distinguished as Nominal 

Capital, Called-up Capital or Paid- 

up Capital. In the case of partner- 
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ships and sole traders it is fr 
quently synonymous with the tery 
Proprietorship, Net 
Owners’ Funds. In the case of 
company it forms part of the P 
prietorship, Net Worth or Sha 
holders’ Funds group—which my 
contain negative elements such 
accumulated ‘‘losses’’—but is y 
synonymous with those terms. 

(d) The term ‘‘Goodwill’’ as used j 
financial statements normally repr 
sents only that part of expendit 
on the purchase of foodwill (such 
expenditure having been made eithe 
in cash, property or shares in th 
undertaking) as has not yet be 
eliminated from the accounts } 
charges against or appropriations 
‘*profit’’. 

(e) The term ‘‘Expenditure”’ in ma 
eases includes not only paymen 
made in cash or its equivalent } 
also liabilities assumed for payma 
in cash at a later date. The ten 
“‘TIneome’’ or ‘‘Revenue’’ inelndé 
not only income actually received i 
cash or its equivalent but also th 
right to receive payment in cash 
a later date. 

Similarly the terms ‘‘received” a 
‘‘naid’’ are frequently used 

synonymous with ‘‘receivable” a 
**nayable’’ respectively. Thus “i 
terest received’’ may indicate 1 
that interest has been received i 
cash, but that the right to rece 
interest has been created. # Furth 
more, the meaning of the tem 
‘*Expenditure’’ and ‘‘Income’’n 
be restricted by the use of the adj 
tives gross or net. 

(f) The term ‘‘profit’’? needs furth 
definition—Profit in the accounti 
sense may be, variously, ‘Gm 
Profit’’, ‘‘Net Profit’’, ‘‘ Profit! 
fore charging Income Tax’’, ‘‘Pri 
after charging .Income Tax”. 
may also be used in other restrict 
senses, as in the terms ‘Trail 
Profit’’, ‘‘Operating Profit’’, “No 
Operating Profit’’, ‘‘ Capital Profit 
Moreover, in each of these sense 
technical meaning is, as we li 
seen, limited by accounting com 
tion and doctrine and is an exp 
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sion of opinion and not a demon- 
strable fact. 

The term ‘‘Cost’’ also needs further 

definition and in many instances 
elaborate explanation. Thus cost 
may be Prime Cost, Total Manufac- 
turing Cost, Total Cost of Manufac- 
turing and Selling, Total Cost of 
conducting the operations of a busi- 
ness. And, strange as it may seem 
to non-accountants, there is a signi- 
ficant difference between ‘‘cost’’ and 
“*Cost Price’’. 

Moreover, ‘‘ Actual Cost’’, so called, 
is in fact ascertainable in most cases 
only by the making of a series of 
estimates and apportionments (often 
arbitrary). On the other hand, as 
in the expressions ‘‘Standard Cost’’, 
‘*Pre-determined Cost’’ or ‘‘ Effici- 
ency Cost’’, Cost may mean an esti- 
mate of what cost should be, given 
reasonably efficient performance. 

The term ‘‘Reserve’’ may, though 

it should not, be used in several 
senses— 

(i) ‘‘Profits’’ withheld from dis- 
tribution to the owners of the 
business—as in General Re- 
serve, Dividend Equalisation 
Reserve, Contingency Reserve ; 
Estimated liabilities—as in 
Reserve for Taxation; 
Accumulated apportionments 
of the expenditure which has 
been charged against past in- 
come—as in Reserve for Depre- 
ciation ; 

Deductions from ‘‘assets’’ in 
order to reduce the balance 
sheet value of an asset to its 
estimated realizable value—as 
in Reserve for Doubtful Debts 
or Stock Reserve; 

Undisclosed or understated 
‘*profits’’ and consequently un- 
disclosed or understated ‘‘as- 
sets’? or overstated ‘‘liabili- 
ties’’ resulting from an excess 
of prudence in applying the 
doctrine of conservatism or 
from deliberate understatement 
of ‘‘profits’’ in order to conceal 
information—as in the terms 
‘Undisclosed Reserve’’, ‘‘Seec- 
ret Reserve’’ or ‘‘Internal Re- 
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serve’’. Whether or not such 
a Reserve exists is, in any 
given case, a matter of opinion: 
its existence is not usually in- 
dicated by the presence of any 
ledger account or any item in 
the accounting statements ; 

‘*Profits’’ which are not avail- 
able for distribution to owners 
in the form of dividends be- 
cause of legal limitations, but 
which nevertheless form part of 
Shareholders’ Funds in the 
sense that they represent addi- 
tions to the surplus of ‘‘assets’’ 
over ‘‘liabilities’’. Such Re- 
serves are usually called ‘‘Cap- 
ital Reserves’’, though the title 
given to them in accounting 
statements is usually such as to 
indicate or suggest their origin 
—as in Property Re-valuation 
Reserve. Such a Reserve should 
always be shown as a separate 
item in a balance sheet even 
though it may be grouped with 
other shareholders’ funds. 

Good accounting practice has for 
long discountenanced the use of the 
term ‘‘Reserve’’ in senses (ii), (iii) 
and (iv) above. Nevertheless, in- 
stances of its use in those senses in 
accounting statements are still not 
uncommon. Serious hindrances to 
the work of analysis result from the 
practice of including in one item in 
a balance sheet ‘‘reserves’’ of kind 
(i) along with ‘‘reserves’’ of kinds 
(ii), (iii) or (iv). 

A much preferable arrangement is 
to describe the items referred to in 
(ii), (iii) and (iv) as ‘‘Provisions’’. 

Classes (iii) and (iv) are some- 
times called ‘‘Valuation Reserves’’, 
or ‘‘Offset Reserves’’, a not very 
satisfactory attempt to distinguish 
them from class (i). 

The term ‘‘Value’’ has perhaps the 
widest variation in meaning of all 
the terms used in accounting. When 
used without qualifying adjectives, 
such as Market Selling Value, 
Market Replacement Value, Earn- 
ing Capacity Value, or the like, it 
must be taken to mean ‘‘ Book 
Value’’, that is, the value appearing 
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in the accounts, and consequently in 
the statements prepared therefrom. 
This book value is, as we have seen, 
an expression of opinion based on 
the practical application to recorded 
facts of accounting convention and 
doctrine. It must therefore not be 
assumed that it reflects historical 
cost value, still less that it is neces- 
sarily related in any way to either 
market selling value or to market 
replacement value. 

Finally, particular accounting 
conventions and doctrines have con- 
flicting, effects on book value. The 
book value of a specific ‘‘asset’’ 
depends, therefore, on which con- 
vention or doctrine has exercised a 
dominating influence in connection 
with it, and the different conven- 
tions and doctrines are not uniform- 
ly applied in determining the book 
value of all kinds of assets.’’ 


Some CoMPLEXITIES OF THE SUBJECT. 


I am sure Mr. Fitzgerald is neither sug- 
gesting that the subject is a simple one 
nor that an improvement in accounting 
terminology will dispose of all the problems 
facing the modern accountant. This obser- 
vation may appear at first quite redundant. 
It has been made deliberately because in 
the history of semantics some amazing 
claims have been put forward. 

For exampie, Bridgman, in his ‘‘The 
Intelligent Individual and Society’’, pro- 
posed his technique known as ‘‘Operation- 
alism’’. The meaning of a word, he says, 
‘*is exactly that of the operations by which 
you test its existence’’. In other words, 
since there are no universal tests for such 
concepts as ‘‘right’’, ‘‘wrong’’, ‘‘duty’’, 
*‘democracy’’ and ‘‘spirituality’’, these 
words should be temporarily abandoned, 
at least. 

Obviously, if this view were applied 
language would certainly wither and 
perish, as it is a social stimulus as well as 
being an intellectual tool. 
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Other creators of universal language 
(over 300 are known), such as Volapuk, 
Esperanto, Interlingua and Basic English 
have been almost naively optimistic, 

The prime temptation of the semanticist 
as I see it, is that he tends to become the 
earnest victim of over-simplification. 

In view of the fact that accounting has 
been referred to as the language of busi. 
ness, I think it is important that we should 
not try to make it a universal language 
overnight or even a language which may be 
used with safety, even throughout the 
English-speaking world. Anyone who has 
read widely the texts and literature rm. 
leased throughout the English-speaking 
world, particularly in U.S.A., will appre. 
ate what I am trying to say. 

Either explicitly or implicitly if has 
been suggested by various writers that sueh 
a thing is attainable. These exponents of 
the ‘‘World View”’ are virtually putting 
forward the arguments placed before the 
world by such writers as Stuart Chase in 
his ‘‘Tyranny of Words’’. Some of these 
writers implied that social ills were mainly 
due to ‘‘neurosemantic’’ reactions and that 
these could be remedied by vigorous re 
education. In fact, Stuart Chase, reck- 
lessly suggested that our complicated 
human problems could be solved by lingu- 
istic operations. 

However, I believe that now it is realised 
that psychological and social urgencies are 
primarily responsible for our present poli- 
tical, industrial and economic unrest. That 
is, the semanticist is; gradually learning to 
distinguish between the various natural 
departments of human thought—between 
the practical, the scientific, the moral, the 
religious and the poetical. 

The first step then seems to be that o 
presenting Australian accounting state 
ments and reports in an understandable 
manner. This somewhat restrictive ideal, 
if attained, would in itself be of consider 
able value and benefit, and would go a long 
way toward improving industrial relations 

At the moment it would seem, therefore, 
that Clarity Begins at Home. 
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FORM AND CONTENT OF 
COMPANY FINANCIAL STATEMENTS 


by 


L. GOLDBERG, M. COM., A.I.C.A. 


I. PRELIMINARY CONSIDERATIONS. 


The functions of accounting nowadays 
commonly include not only the primary 
one of recording, but also those of report- 
ing, interpreting and designing. 

Broadly, the following comments are an 
attempt to explore the function of report- 
ing within a particular field, viz. the pub- 
lished financial statements of registered 
companies, but discussion of any one of the 
above-mentioned functions cannot be 
wholly divorced from considerations of the 
others, while many of the comments will 
doubtless be found to have equal force in 
application to statements, whether pub- 
lished or not, of other classes of enterprises. 

The publication of financial statements 
is an integral part of the law relating to 
companies operating in the several States 
of Australia, although the legal require- 
ments relating to the minimum information 
that they shall contain vary from State to 
State. In discussing the matters that 
follow, the basic attitude is adopted that 
the object of publishing financial state- 
ments is to impart information. 

The first matter that arises is: For whom 
is the information intended? Several 
classes of persons may lay claims to infor- 
mation about the financial progress and 
position of a company—present share- 
holders, ordinary trade creditors, creditors 
with special rights against the company 
(such as debentures, mortgages, liens, etc.), 
prospective investors. The attitude of each 
of these groups is necessarily somewhat 
different from that of the others; and this 
means that the interests of each group 
would best be served by statements pre- 
pared with its particular view-point in 
mind. The purpose of the sections of the 
Companies’ Acts which relate to publica- 
tion of financial statements is clearly the 
protection of the interests of one of these 
groups, namely, the present shareholders of 
he company who have delegated to the 
directors and managers the task of financial 
and operating control. A responsibility 


rests upon the directors to provide such 
information to the shareholders as will en- 
able the latter to form a reasonable judg- 
ment upon tthe success or failure of the 
directors to meet the obligations of the 
trust reposed in them. 

We may, therefore, take as a basic pro- 
position in this consideration of the form 
and content of company financial state- 
ments that the function of such published 
statements is to impart information about 
the company’s progress and financial posi- 
tion to the present shareholders in such a 
way and to such an extent as to enable 
this group of people to form reasonable 
judgments as to the value of their share- 
holdings and the integrity and capability 
of the executive officers to whom they have 
entrusted the conduct of the company’s 
affairs. 

An important consideration which is 
relevant in this connection is that the 
members of this interested group are not 
uniformly educated in the analysis and 
interpretation of financial statements or in 
familiarity with commercial terminology 
and usages. It is, therefore, incumbent 
upon us, as a preliminary to the setting 
out of standards in presentation of these 
financial statements, to postulate the edu- 
cational requirements envisaged in the 
members of the group. The requirements 
which are considered reasonable are: 

(i) Literacy. It would be unreasonable 
to expect the officers of a company 
to prepare statements for people 
who cannot read and write the 
English language. 

(ii) Familiarity with commercial term- 
inology to such an extent as to en- 
able the reader to understand all 
those parts of the statements which 
do not include terms with a partic- 
ular technical meaning or applica- 
tion. 

(iii) Self-interest. It must be presumed 
that the shareholders will be suffici- 
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ently interested in their own finan- 
cial affairs to study the statements 
submitted. 

It is subject to these preliminary con- 
siderations that the following comments on 
the form and content of company financial 
statements are made. 


II. Tue BALANCE SHEET. 


A. Form. 

The requirements of the shareholders is 
the single factor which, more than any 
other, should govern the form in which 
published financial statements of companies 
should be presented, the object being to 
provide information in such a way as to 
be understood and assimilated by the 
reader with a minimum of effort. 

In general there are alternative ways in 
which the statements may be presented, 
Viz. : 

(i) the ‘‘account’’ form in which the 
information is arranged on either 
side of a vertical line, as in the 
traditional form of ledger account; 
and 

(ii) the ‘‘vertiecal’’ or ‘‘narrative’’ 
form, in which the information is 
set out in the nature of a running 
vertical series of items. 

In many eases the interests of the 


majority of shareholders would be better. 


served by the use of the latter form because 
of its greater flexibility and adaptability, 
because of its relatively informal appear- 
ance and because it is more easily applied 
and more readily comprehended in com- 
parative statements. Several variants of 
the form have made their appearance in 
recent years, and the one selected should 
be adapted to particular circumstances 
which, it is suggested, might be to some 
extent determined by addressing an en- 
quiry to shareholders regarding their pref- 
erence. 

B. Classification. 

The balance sheet may be regarded as a 
statement which sets out: 

1. the sources from which the funds of 

a company have been obtained, and 

2. the ways in which these funds have 

been invested or applied. 

The use of general headings such as 
**Liabilities’’ and ‘‘Assets’’ is not always 
appropriate, and in some cases is mislead- 
ing; information can be better imparted 


August, 1948 


if they are omitted and the items appropri- 
ately grouped as indicated below. Addi- 
tional groups to those suggested may be 
required in particular cases and the title 
of each such group should be as simple and 
self-explanatory as possible. 


1. Sources or Funps. 


Funds may be derived from: 

(a) lenders who advance resources to the 

company in some form; 

(b) shareholders who invest resources in 

the company. 

The term ‘‘funds’’ is used here with a 
somewhat wider connotation than purely 
monetary resources; for example, trade 
creditors who supply goods or services on 
eredit are regarded as providing funds to 
the extent and for the time that their 
accounts remain unsettled. 

In presenting company balance sheets a 
distinction should be drawn between: 


(i) Current or short-term liabilities; 
(ii) Deferred or long-term liabilities; 


an 
(iii) Shareholders’ funds. 
(i) Current or short-term liabilities. 

As the name implies, this group of items 
comprises those claims which have to be 
met within a relatively short time and in- 
clude such items as the following which 
should be appropriately classified : 

(a) trade ereditors and accrued ex- 

penses ; 

(b) short-term bills of exchange and 
other negotiable instruments pay- 
able ; 
bank loans and overdraft; 
interest accrued on _ debentures, 
mortgages and other long-term lia- 
bilities ; 
taxation dssessed but not paid; 
estimated assessable tax on current 
profits ; 

) dividends declared but not paid; 
dividends proposed out of current 
profits ; 
short-term liabilities to subsidiary 
and sub-subsidiary enterprises. 

Arrears of cumulative preference dividends 
should be indicated by a suitable note to 
the balance sheet. 

The interpretation of the expression “8 
relatively short time’’ may vary according 
to trade usages. Thus, in many industries 


(¢) 
(d) 
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there is a natural operating cycle to which 
the concept of ‘‘currency’’—in respect of 
poth assets and liabilities—may be related ; 
in others, it may be necessary to adopt an 
arbitrary form for the concept. In any 
case, unless the basis of classification is 
dearly known to shareholders, it should be 
indicated in the balance sheet and should 
be consistent (a) from period to period 
and (b) as applied to both assets and lia- 
bilities. 

If any of the above items is secured in 
such a way as to make it certain that the 
liability will not have to be met within a 
relatively short time, it should not be in- 
duded in this group but among the de- 
ferred or long-term liabilities. 


(ii) Deferred or long-term liabilities. 


This group comprises those claims which 
have not to be met within a relatively 
short time and include such items as: 
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(a) long-term bills of exchange and 
other negotiable instruments pay- 
able ; 

(b) debentures, mortgages and other 
long-term loans or liabilities ; 

(c) long-term liabilities to subsidiary 
and sub-subsidiary enterprises. 

Where practicable, the dates and terms 

of redemption and the nature and extent 
of the security should be indicated for 
these items. 

Contingent liabilities should be indicated 

by a suitable footnote to the balance sheet. 


(iii) Shareholders’ funds. 


The proprietary interests in a company 
may be classified into contributed and 
accumulated proprietorship. 

In showing the contributed capital the 
various classes of shares should be disting- 
uished, the ‘‘Australian’’ method of set- 
ting out share capital (as in the following 
example) being recommended. 


Example of ‘‘ Australian’’ method of setting out share capital: 


Authorised Capital 
....Shares of ... each 
...-Shares of ... each 

Less Unissued Capital 

Issued Capital 

Less Unealled Capital 

Called-up Capital 

...-Shares called up to .. 

....Shares called up to 

Less Calls in Arrear 


Paid-up Capital 


pecnenied ageistentip comprises 


mallocated profits of the company (repre- 
sented by a credit balance in Appropriation 
Account) and amounts allocated to reserves 
which have been set up out of profits and 
other surpluses and are not designed to 
meet any specific liability, contingency or 
commitment known to exist as at the date 
of preparation of the balance sheet. 
rves not normally regarded as avail- 
able for distribution as dividend should be 
shown separately from those available, the 
latter including any undistributed or un- 
ilocated profits. 
Accumulated periodic losses (represented 
by a debit balance in Appropriation 


per share 
.. per share 


Account) should be set off against the 
amount of contributed and accumulated 
proprietorship, the net amount being 
clearly shown as representing the share- 
holders’ net equity in the company. 

2. EMBODIMENTS OF FUNDS oR ASSETS. 

The funds derived from the several 
sources indicated above are invested in or 
applied to the acquisition of goods, rights 
and services which are usually termed 
assets. 

A company’s assets do not form a homo- 
geneous group of items and various bases 
of classification have been suggested and 
are applicable according to the particular 
purpose in view. From the point of view 
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of the shareholders in a public company it 
is suggested that the primary classification 
should be into: 

(i) Current assets, and 


(ii) Non-current assets. 


(i) Current Assets. 

Current assets are those which are or are 
likely to be converted into cash resources 
or which are likely to be consumed in the 
ordinary course of operations within a 
relatively short time. 

The interpretation of the expression ‘‘a 
relatively short time’’ should be consistent 
with that used in the classification of lia- 
bilities. 

Current assets include: 

(a) Liquid assets comprising cash and 
bank balances, cash resources in 
transit, and those investments which, 
being held as an alternative to cash 
resources, can be turned into cash 
resources at short notice with little, 
if any, risk of loss; 
circulating assets, comprising those 
rights to cash, such as debtors, short- 
term bills receivable and accrued in- 
come, which will normally be con- 
verted into cash resources within a 
relatively short time and those forms 
of property or rights to services, 
such as stocks on hand and prepaid 
expenses, which will be taken into 
the operative processes or ‘‘con- 
sumed’’ within a relatively short 
period; and 
short-term advances to subsidiary 
and sub-subsidiary enterprises. 


“c 


(b) 


(c) 


(ii) Non-current Assets. 

These include: 

(a) deferred assets, comprising rights 
which will not normally be conver- 
ted into cash resources within a 
relatively short period, such as long- 
term loans and bills receivable ; 
long-term unamortised charges to 
operations, usually known as fixed 
assets, such as expenditure on land, 
freehold or leasehold buildings, roll- 
ing stock, machinery, furniture, 
equipment, goodwill, patent rights, 
long-term prepayments, and so on; 
shares in and long-term advances to 
subsidiary and sub-subsidiary enter- 
prises ; and 


~~ 


(b 


(e) 
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(d) other investments acquired and held 











































with the primary object of produc. § * 
ing recurrent income or as a fund § ™ 
for replacement of fixed assets or § ™ 
retirement of a long-term liability, ’ 
C. Content. in 
1. PRoviIsIONS AND RESERVES. str 
_ The word ‘‘provision’’ is commonly used Jf sp 
in two distinct senses, namely (a) the act J am 
of providing, and (b) the result of the I ob; 
act of providing. It is considered that a § an 
distinction should be clearly drawn between § am 
these two senses when the word jis used in § the 
accounting and the following definition is & lat 
put forward with this intention: the 
A provision, as used in accounting, is ) 
the result of a charge, not representing § 
either actual or accrued cash outlay, dur. I 
ing an accounting period, which is set j @? 
against the revenue of the period for the of 
purpose of determining the periodic net § ™™ 
* financial result. 6 
In this definition the act of providing “4 
is represented by the charge made against Hj, 
revenue for the period, the term ‘‘pro & ry, 
vision’’ being restricted to the accounting & yo) 
result of such act. In bookkeeping terms, § yo, 
the former represents a debit which is ult- fro), 
mately embodied in the profit and loss § ji. 
statement, while the latter represents 4 § into, 
credit which is treated in the balance sheet 5.0, 
as a set-off against a relevant asset. the 
The word ‘‘reserve’’, as used in account & char, 
ing should be restricted to mean an allo # is an 
cation of ascertained or determined profit § reve: 
or surplus, made to strengthen the financial J cost 
position of a company or to meet contin-§ In 
gencies which are indeterminate at the time with 
of making the reserve. futur 
A clear distinction sho thus be made f Leces 
between provisions and_ reserves, the of th 
former representing a result arising from the © 
the process of matching periodical charge thick 
against revenue, the latter being made n-§% 2) 
dependently of this process after it ha Th 
been completed for any given period. know. 
Generally speaking, provisions should b — 
shown in the balance sheet as deductions — 
from the assets to which they are related; _ 
for example, provisions for doubtful debts oP 
and for discount allowable from that 
debtors, provisions for depreciation of The 
assets from the cost of the respective assets. ieoly 






(See below, ‘‘Depreciation’’). 
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The term ‘‘reserve fund’’ should be re- 
stricted to those cases in which a specific 
gbjective is envisaged and investment is 
made in a readily realisable asset existing 
apart from the assets used in or arising out 
of the ordinary activities of the company 
itself. 

The term ‘‘sinking fund”’ should be re- 
stricted to those cases in which (a) a 
specific objective is envisaged; (b) the 
amount required in the future to meet that 
objective is precisely known or assessed ; 
and (c) annual investment is made of such 
amounts as, when the principal sums and 
the interest thereon are cumulatively calcu- 
lated, will reach the sum required to meet 
the future objective. 


) DEPRECIATION. 


Expenditure is incurred because it is 
axpected to produce a benefit in the form 
of a direct or indirect contribution towards 
revenue. It is only over the whole life of 
acompany that it can be said with cer- 
tainty that the services acquired through 
expenditure can be unequivocally related 
in total to the benefits accruing through 
revenue, a comparison of the total cost of 
such services with the total revenue derived 


showing the total gain or loss resulting 
from the company’s activities during its 


existence. It is, however, necessary to 
interpret services and benefits in terms of 
accounting periods within the life-period of 
the company, and the process of matching 
tharges with revenue in particular periods 
san attempt to assess the relation between 
revenue accruing in a given period and the 
st of services applied in its production. 

In many cases, expenditure is incurred 
with the object of obtaining benefits in 
future accounting periods and it becomes 
hecessary to assess the expenditure in terms 
of the expected benefits, that is, to spread 
the outlay over the accounting periods in 
which contributions to revenue are made 
% a result of the expenditure. 

These long-term expenditures are usually 
own as fixed assets and the proportion 
usessed as being attributable to each 
counting period is termed depreciation 
® amortisation. Provision for depreciation 
ofa particular asset represents the accumu- 
lated depreciation assessed in respect of 
that asset up to a given date. 

The computation of depreciation rates 
volves the consideration of three factors: 
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(a) the cost of the asset, which is known 
or determinable. 

(b) the total periods or other units of 
activity over which benefits may be ex- 
pected to accrue to the company from the 
use of the asset. This is, in many cases, a 
matter of estimate the reliability of which 
depends on such factors as past experience 
with similar assets in the past, the extent 
and adequacy of fixed asset registers, the 
likely intensity of use of the asset, the 
technical experience of operatives, and so 
on. In some cases, however, this factor can 
be accurately assessed. 

(c) the probable value (if any) realis- 
able on ultimate disposal of the asset which 
represents a set off against the original out- 
lay upon the asset. This is generally a 
matter for conjecture. 

The allocation of fixed asset cost over 
particular periods as a charge for depreci- 
ation is thus in most cases a matter of 
estimate and opinion, based upon experi- 
ence, judgment and available knowledge, 
rather than one of accurate determination. 
In particular cases, such allocation may 
require adjustment from time to time 
where evidence materially affecting any of 
the factors upon which the existing com- 
putation of depreciation is based becomes 
available. 

Several methods of computation of fixed 
asset allocation have been devised and are 
in use. The selection of a basis in a 
particular case is a matter for individual 
knowledge, experience and judgment, but 
should be appropriate to the nature of the 
benefits expected to be derived from the 
expenditure incurred and, once adopted, 
the basis should be consistently applied. If 
a variation of the selected basis becomes 
unavoidable, disclosure of such variation 
and its effects should be made in the pub- 
lished financial statements of the company. 

Since the profit and loss statement is 
intended to indicate for each period the 
matching of charges incurred with revenue 
earned, the determination of net financial 
result as reported in that statement must 
take into consideration the proportion of 
fixed asset cost appropriate to the period 
under revision. 

In the balance sheet each distinctive class 
of fixed asset should be reported separately, 
the most satisfactory way of reporting the 
relevant significant information being to 
show each category of asset cost, with the 
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total amount of accumulated depreciation 
(that is, the total periodic allocations which 
have been made up to the date of the bal- 
ance sheet) as a deduction, the net amount 
representing that part of the original out- 
lay which remains to be allocated against 
the revenue of future accounting periods. 
In this way, the investment in each cate- 
gory of fixed assets is clearly shown, while 
the effects of the matching process which 
has been going on continuously since the 
acquisition of each asset is also reflected. 
In some cases, it may be expedient to in- 
clude in the published statements schedules 
of fixed assets showing in detail the in- 
formation summarised in single items in 
the balance sheet. The retention of re- 
sources within a company to cover the cost 
of replacing a long-term asset is a matter 
of financial policy and, if carried out, 
should be treated as a factor additional to 
the necessary periodical allocation of fixed 
asset cost. Amounts retained for this pur- 


pose should be designated as a Reserve for 
Replacement of Fixed Assets or described 
by some analogous title. 
3. VALUATION OF STOCK-IN-TRADE. 

It should be generally recognised that, 


under modern conditions, with the neces- 
sity to prepare regular, periodic financial 
statements, the primary objective of ac- 
counting procedures is the determination of 
periodic revenues and the periodic charges 
properly attributable to them. In this pro- 
cess of matching charges and revenue, it is 
necessary to adopt in respect of certain 
assets financial evaluations which involve 
the exercise of accounting judgment in 
choosing between various alternative bases. 
The effects of the choice made are reflected 
in both the net financial result as exhibited 
in a profit and loss statement and the 
amounts at which the assets affected appear 
in the balance sheet. It follows that, as the 
balance sheet is, in the modern view, a by- 
product of the accounting process of 
matching costs and income, and is a tech- 
nical document derived from the applica- 
tion of accounting procedures, the amounts 
at which such assets—for example, stock- 
in-trade, machinery, equipment, buildings, 
land, goodwill, and the like—are shown in 
that statement are not functionally in- 
tended to represent either the amounts at 
which they could be sold at the balance 
date or the amounts for which they could 
be replaced. 
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The practice has, however, arisen and ig 
at present firmly established by legal re 
quirements, whereby the balance sheet ig 
the principal statement of companies by 
means of whose publication shareholders 
are expected to determine the efficacy or 
otherwise of the stewardship of their 
elected or appointed directors and man. 
agers. There is, of course, no legal bar 
to the submission by companies to their 
shareholders of more informative statements 
in addition to the balance sheet and profit 
and loss statement required by statute. 

The published financial statements of a 
company are issued by its board of diree- 
tors who, in the final analysis, must accept 
responsibility for them, but accountants 
are in a favoured position of being able toe 
advise the directors on many matters appo 
site to the form and contents of the state 
ments. Further, auditors are in the (often 
delicate) position of having, in the interests 
of the shareholders, to pass judgment upon 
the published statements. It is therefore 
morally incumbent upon auditors to insist 
on the disclosure of any relevant factors— 
whether they be of an objective and veri- 
fiable nature or of the subjective character 
of opinion and estimate—which materially 
affect the financial position which the bal- 
ance sheet, as it is at present used, purports 
to disclose. Again, auditors are required 
by statute to certify to the ‘‘truth’’ ofa 
company’s published balance sheet and 
profit and loss statement. The fact that 
this ‘‘truth’’ is, in respect of many items, 
something that can be assessed only within 
limits subjectively determined should be 
made clear to the shareholders and the 
community generally. 

Bearing these observations in mind it i 
not intended that the basis of valuation 
suggested below should be regarded # 
being imposed on a directorate irrespective 
of particular circumstances, which may 
affect individual cases. But it is such # 
to be of general application where m 
specific conditions exist to warrant depar- 
ture from it. In any ease, in order t 
guide and assist shareholders in form 
lating their judgments, the basis of valt- 
ation of all assets should be clearly and 
unequivocally indicated, and the fact and 
effects of any material departures from 
previous procedures or bases should be dit 
closed; these indications and disclosure 
should be made in the balance sheet i 





August, 1948 


so far as is practicable, otherwise in the 
accompanying reports, statements and 
certificates. 


In the process of matching costs with 
income, it is necessary, if the cost of goods 
sold (and, consequently, the net financial 
result) is to be accurately assessed, to deter- 
mine the cost of stock-in-trade on a consis- 
tent basis. The interpretation of ‘‘cost’’— 
first in, first out, average cost, ete.—which 
is adopted for this purpose should be 
related to the conditions of physical usage 
of materials, merchandise and stores in the 
particular company and two or more bases 
may be applied to different categories of 
stock-in-trade within a company if such 
conditions warrant, provided the bases 
adopted are consistently applied to the 
same categories of commodities. Any de- 
parture from a basis of cost should be 
countenanced only in exceptional cases 
(which should be disclosed in the annual 
report), but under no circumstances should 
stocks be valued at more than cost. In the 
exceptional cases where a valuation at less 
than cost is adopted, the position should be 
made clear by distinguishing in the balance 
sheet :— 

(i) the asset at cost, and 


(ii) a deduction for stock valuation ad- 
justment, the net amount represent- 
ing the anticipated realisable pro- 
ceeds of stock. 


Ill. Tue Prorir anp Loss STATEMENT. 
A. Form. 


Since the majority of shareholders in a 
company have not had a technical training 
in accountancy, the form in which the 
financial result of a company’s activities 
during the preceding year is presented 
should be such as to make the information 
contained as easily intelligible as possible. 

The Companies Acts of the several States 
provide that each company shall annually 
present a ‘‘profit and loss account’’ to its 
shareholders. The expression ‘‘profit and 
loss account’’ is not defined in any of the 
relevant statutes and the term has evi- 
dently been taken in drafting as one of 
general connotation. It should not, there- 
fore, be taken as implying any restriction 
as to form, but rather as meaning any 
statement which sets out the financial result 
of the company’s activities. Hence it is 
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suggested that the ‘‘narrative’’ form of 
presenting information might well be used 
in the profit and loss statement for reasons 
similar to those advanced above in support 
of its use for balance sheets. 


B. Classification and Content. 


The Victorian Companies Act, 1938, pre- 
scribes the submission of more information 
in the profit and loss statement than the 
eompanies act of any other State. It pro- 
vides that :— 


‘‘every profit and loss account of a 
company not being a banking company 
shall show the balance of profit and 
loss for the period which it covers and 
shall in particular show separately— 


(a) the net balance of profit and loss 
on the company’s trading; 


i—income from general invest- 
ments; and 

ii—income from investments in 
subsidiary companies ; 

amounts (if any) charged for 

depreciation or amortisation on 

(i) investments, (ii) goodwill, 

and (iii) fixed assets; 

any profit or loss arising from a 

sale or revaluation of fixed or in- 

tangible assets; 

the amount transferred to the 

account from reserves or from 

provisions ; 

(f) directors’ fees.’’ (See. 123 (4).) 


The amount of information thus pre- 
scribed is obviously relatively slight and 
few companies as yet provide much more 
than this statutory minimum. But even 
within this restricted field it is suggested 
that a clear distinction should be made in 
presentation between the profit and loss 
statement and a statement of appropri- 
ation or allocation of profits. The latter 
should inelude any balance of unappropri- 
ated profits or accumulated losses from the 
previous year, the net profit or loss on the 
activities of the year immediately past, 
dividends declared and/or proposed, and 
transfers to and from reserves. (The ex- 
pression ‘‘amount transferred from pro- 
visions’? has no meaning if the definition 
of provision suggested above—see Item II 
C.1.—is adopted). 

The profit and loss statement should, in 
accordance with what is interpreted to be 


(b) 


(e) 





